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I. INTRODUCTION

The purpose of this article is to provide the legal practitioner with
an overview of the current investment powers of federal savings and
loan associations [hereinafter "federal associations"]. The article will
begin with a brief survey of the development of the investment powers of federal associations. The bulk of the article, however, will focus
on specific types of investments, with attention paid to ambiguities
and deficiencies in the regulations governing the investments. The article will attempt to resolve these ambiguities and recommend measures to redress deficiencies in the regulations.1
1. This article is primarily designed to analyze the expanded powers of federal associations to participate in commercial capital markets. Accordingly, it will not discuss the traditional powers of federal associations to make loans secured by real property.
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II. DEVELOPMENT

OF THE INVESTMENT POWERS OF FEDERAL
ASSOCIATIONS

Federal associations are regulated entities which may exercise
only the powers which are expressly or impliedly conferred upon
them by law.2 Historically, emphasis has been placed on mortgage
lending as the primary activity of federal associations. In fact, with
respect to investment powers, the statutes governing federal associations3 conferred upon them only the power to make loans secured by
either real property or the savings accounts of their members and the
power to invest in federal or state government obligations.
Despite the emphasis on mortgage lending, the investment powers
of federal associations have been expanded in recent years. The expansion came slowly, beginning with the granting to federal associa4
tions of both the power to deposit their funds in commercial banks
and the power to purchase bankers' acceptances. Further expansion
occurred with the enactment of the Depository Institutions Deregula2. Century Fed. Say. & Loan Ass'n v. Sullivan, 116 N.Y.S.2d 323 (1952), modified on
other grounds, 281 A.D. 830, 118 N.Y.S.2d 479 (1953). Cf. City of Yonkers v. Downey, 309 U.S.
590, 596 (1940) (powers not conferred on national banks by Congress are denied).
3. The investment powers of federal associations are set forth in the Home Owners' Loan
Act of 1933, 12 U.S.C. §§ 1461-1470 (1982).
4. Section 5(c) of the Home Owners' Loan Act of 1933 was amended in 1968 to permit
federal associations to invest in "time deposits, certificates or accounts of any bank the deposits
of which are insured by the Federal Deposit Insurance Corporation." Housing and Urban Development Act of 1968, Pub. L. No. 90-448, § 1716(b), 82 Stat. 476, 608 (1968) (amending
Home Owners' Loan Act of 1933, § 5(c), 12 U.S.C. § 1464(c) (1982)). Section 5A of the Federal
Home Loan Bank Act was amended to permit the Federal Home Loan Bank Board to treat as
liquid assets "time and savings deposits in ... commercial banks." Act of Sept. 21, 1968, Pub.
L. No. 90-505, § 4, 82 Stat. 856, 857 (1968) (amending Federal Home Loan Bank Act § 5A, 12
U.S.C. § 1425A (1982)).
5. Section 5(c) of the Home Owners' Loan Act of 1933 was amended to permit federal
associations to invest in any asset which would be treated as a liquid asset under section 5A of
the Home Loan Bank Act. Act of Sept. 21, 1968, Pub. L. No. 90-505, § 5, 82 Stat. 856, 858
(1968) (amending Home Owners' Loan Act of 1933, § 5(c), 12 U.S.C. § 1464(c) (1982)). See
Federal Home Loan Bank Act, § 5A, 12 U.S.C. § 1425A (1982). Section 5A of the Home Loan
Bank Act was amended to permit members of the Home Loan Banks and others subject to the
liquidity requirements therein to treat "bankers' acceptances" as liquid assets. Act of Sept. 21,
1968, Pub. L. No. 90-505, § 4, 82 Stat. 856, 857 (1968) (amending Federal Home Loan Bank
Act § .5A, 12 U.S.C. § 1425A (1982)).
A banker's acceptance is a time draft or bill of exchange drawn, usually by a commercial
enterprise, on a bank and accepted by that bank, usually by stamping the word "Accepted" on
the face of the draft. The accepting bank in most cases will purchase the acceptance from its
customer who drew the acceptance, thus providing the customer with funds until the maturity
of the underlying time draft or bill of exchange. The bank may hold the acceptance until maturity, but generally will resell the acceptance in the bankers' acceptance market. Bankers' acceptances are considered a high quality, liquid investment because the accepting bank becomes
primarily liable on the instrument. See Duffield & Summers, Bankers' Acceptances, in INsTRUmENrs Op THE MoNEY MARKET 114-22 (Fed. Reserve Bank of Richmond, 5th ed. 1981) (accepting bank bears primary responsibility for payment at maturity).
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tion and Monetary Control Act of 1980,6 which authorized federal associations to invest in commercial paper and corporate debt securities as well as to make consumer loans, in each case subject to certain
aggregate quantitative limitations.7
The most sweeping expansion of federal associations' investment
powers to date occurred with the enactment of the Garn-St Germain
Depository Institutions Actof 1982. 8 The Garn-St Germain Act was
passed in response to the substantial losses suffered by federal associations due to the concentration of their assets in mortgage loans."
These mortgage loans were primarily for long terms at fixed rates.
Due to record inflation and interest rates during the 1970's and early
1980's, the cost to federal associations of obtaining funds increased
greatly, while the return they were receiving on long-term mortgage
loans remained fixed. As a result, the profits of many of these associations either decreased or disappeared. 10 In an attempt to redress
6. Depository Institutions Deregulation and Monetary Control Act of 1980, Pub. L. No.
96-221, 94 Stat. 132 (1982).
7. The Depository Institutions Deregulation and Monetary Control Act of 1980 made several significant changes in federal law governing financial institutions. Among other things, it
established the Depository Institutions Deregulation Committee and granted that committee
authority to phase out certain limitations on rates of interest paid by depository institutions. It
also provided nationwide authority for the offering of interest-bearing negotiable order of withdrawal ("NOW") accounts by banks and thrifts and share draft accounts by credit unions.
Additionally, the Act extended the reserve requirements applicable to Federal Reserve member
institutions to non-member depository institutions, raised the limit on federal deposit insurance to $100,000 from $40,000, and authorized federal associations to invest up to an aggregate
limit of 20% of assets in unsecured or secured consumer loans, commercial paper and corporate
debt securities, as well as allowed the associations to invest in shares or certificates of open-end
investment companies.
The aggregate limitation of 20% of assets was expanded by subsequent legislation to 30%
of assets as applied to consumer loans and was removed altogether as applied to investments in
certain commercial paper and corporate debt securities. See infra note 103.
8. Garn-St Germain Depository Institutions Act of 1982, Pub. L. No. 97-320, 96 Stat.
1469 (1982).
9. See S. REP. No. 536, 97th Cong., 2d Sess. 9, reprinted in 1982 U.S. CODE: CONG. & AD.
NEws 3054, 3063.
10. In 1982, the Banking, Housing and Urban Affairs Committee of the United States
Senate noted the effects of the decline in earnings in the savings and loan industry and the
potential for further erosion of net worth:
Since 1981, when savings and loan associations had an aggregate net worth of $32.2 billion, their earnings decline and losses resulted in an industry net worth of $24.7 billion as
of June 30, 1982. As of that date, there were 1,055 savings and loan associations (with
$270 billion in assets) with net worth of 3 percent or less, and 223 of those associations
(with $40 billion in assets) had net worth of less than 1 percent. Using an interest rate
scenario based on a Treasury bill rate of 91/2 percent, the FHLBB has projected that
there will be 1,110 associations with 3 percent or less net worth by the end of 1982, with
264 of those associations with 1 percent or less net worth. Using a 131/2 percent Treasury
bill rate scenario, there will be 1,511 associations with 3 percent or less net worth by the
end of this year, with 471 of those associations with 1 percent or less net worth.
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the mismatch between the assets and liabilities of federal associations
resulting from their traditional mortgage lending activity, Congress
adopted the Garn-St Germain Act, which granted these institutions
additional investment powers.
The legislative history of the Garn-St Germain Act demonstrates
Congress' intention to provide increased earnings potential for federal associations by liberalizing their investment powers.11 To achieve
this goal, Congress granted federal associations the power to make
commercial loans within certain aggregate limitations. Congress also
removed the aggregate limitation on the amount of a federal association's investment in commercial paper and corporate debt securities. 12 Additionally, Congress expanded the power of federal associations to invest in the 'accounts of other depository institutions. 3
Pursuant to the Garn-St Germain Act, the Federal Home Loan
Bank Board has promulgated new regulations intended to implement
S. REP. No. 536, 97th Cong., 2d Sess. 4 (1982), reprinted in 1982 U.S.
3054, 3058.
11. The Conference Committee report states:

CODE CONG.

& AD. NEWS

The Senate amendment provides increased investment power for federal thrift institutions - savings and loans and savings banks. This flexibility is provided to improve the
range of services which thrift institutions may provide to their customers and to improve
their ability to generate earnings to sustain the growth capital needed for future
operations.
S. REP. No. 641, 97th Cong., 2d Sess. 87-88 (1982), reprinted in 1982 U.S.

CODE CONG.

& An.

NEWS 3128, 3130.

12. Garn-St Germain Depository Institutions Act of 1982, Pub. L. No. 97-320, §§ 325,
329, 330, 96 Stat. 1469, 1469, 1500, 1502 (1982). The power to make commercial loans was
granted to federal mutual savings banks in § 408 of the Depository Institutions Deregulation
and Monetary Control Act of 1980. This power, however, was not granted to savings and loan
associations chartered under federal law until the enactment of the Garn-St Germain Act.
Some state-chartered savings and loan associations enjoyed commercial lending authority prior
to the Garn-St Germain Act. See S. Ra. No. 536, 97th Cong., 2d Sess. 13-15 (1982), reprinted
in 1982 U.S. CODE CONG. & An. NEws 3054, 3067-69.
13. In 1968, Congress granted federal associations the authority to invest in deposits of
banks, the accounts of which are insured by the Federal Deposit Insurance Corporation. Housing and Urban Development Act of 1968, Pub. L. No. 90-448, 82 Stat. 476 (1968). See supra
note 4. Section 323 of the Gain-St Germain Act expanded the authority to invest in deposits by
authorizing investment by federal associations in "the savings accounts, certificates, or other
accourlts of any institution the accounts of which are insured by the Federal Savings and Loan
Insurance Corporation." Garn-St Germain Depository Institutions Act of 1982, Pub. L. No. 97320, § 323, 96 Stat. 1469, 1499-500 (1982). Prior to the Garn-St Germain Act, a federal association could invest in the accounts or certificates of other savings and loan associations only to
the extent the deposit or account was insured by the Federal Savings and Loan Insurance Corporation. See National Housing Act § 409, 12 U.S.C. § 1730b (1982). Section 332 of the GarnSt German Act amended § 5A of the Home Loan Bank Act to authorize the Federal Home
Loan Bank Board to permit treatment as liquid assets of time and savings deposits in institutions "which are, or are eligible to become, members" of the Home Loan Bank system. Garn-St
Germain Depository Institutions Act of 1982, Pub. L. No. 97-320, § 332, 96 Stat. 1469, 1504
(1982). See Federal Home Loan Bank Act, § 5A, 12 U.S.C. § 1425A (1982).
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the new investment power of federal associations.1 4 The new regulations liberalized the Board's existing interpretation of some statutory
provisions, while taking a more strict view of others. The changes are
beneficial in many areas, but have also resulted in ambiguities and
inconsistencies and are, in some instances, unnecessarily restrictive. 15

III.

PROBLEMS' IN THE TRANSITION PERIOD

One area which has raised considerable problems is the provision
of the new regulations for allowing a transition period during which
federal associations could rely on the provisions of the old regulations. 6 The present status of investments made during the transition
period in reliance on the old regulations is uncertain. For instance, it
is unclear whether the new regulations permit federal associations to
maintain their investments in commercial paper acquired during the
transition period after the expiration of the transition period when
the investments do not meet the requirements of the new regulations.1 7 Language contained in the provision authorizing investment
in commercial paper and corporate debt securities suggests that divestiture of these investments may be required. Both section 545.75
of the new regulations and the corresponding provison of the old reg14. The regulations were published for comment in proposed form on January 19, 1983.
48 Fed. Reg. 2340 (1983) (to be codified at 12 C.F.R. §§ 523, 526, 541, 545, 555, 561, 563). A
draft text of the final resolutions was made available on a limited basis on April 26, 1983 and
the final form of the regulations (the "new regulations"), with some significant changes from
the April 26th text, were published in the Federal Register on May 23, 1983. The new regulations became effective on May 26, 1983, subject to a provision providing a limited transition
period applicable with respect to certain parts thereof. 48 Fed. Reg. 23,032, 23,054 (1983) (to be
codified at 12 C.F.R. §§ 523, 526, 541, 545, 555, 561, 563).
15. See, e.g., infra notes 17, 45-48, 64-66, 76-78, 168-70, 236-40, 279-88 & 248 and accompanying text.
16. 12 C.F.R. § 545.3 (1985) provides: "[U]ntil December 31, 1983, a Federal association
may continue to rely on the provisions of Part 545 as constituted prior to May 26, 1983. This
section shall expire automatically as of December 31, 1983." Id. Note that the transition period
is only applicable to "Part 545" of the regulations.
17. For instance, prior to December 31, 1983, a federal association could purchase, pursuant to its commercial paper investment authority, instruments which are rated by only one,
instead of two nationally recognized investment rating services without being subject to the
one-percent-of-assets aggregate limit on investments in insufficiently rated commercial paper.
12 C.F.R. § 545.9-4(b) (1983) (superseded by 12 C.F.R. § 545.7 (1984)). Such instruments, if
rated at the proper level, satisfy the rating requirements of the old regulations. See 12 C.F.R. §
523 (1985) (liquidity requirements); id. § 563 (limitations on loans to one borrower). In the case
of Part 563 of the new regulations, which contains limitations on loans to one borrower, compliance with the new regulations will not require divestiture of any assets. Section 563.9-3, though
not subject to the transition period, only prohibits making loans and investments which exceed
the limitations therein. It does not prohibit maintenance of existing loans and investments
which exceed such limitations. After May 26, 1983, federal associations may not make new
loans or investments in excess of the new per-borrower limits, but need not divest themselves of
loans and investments which were in compliance with § 563.9-3 of the old regulations. Id.
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ulations provide that a federal association may "invest in, sell, or
hold commercial paper and corporate debt securities" which meet the
rating and other requirements contained in the authorizing provision. 18 The specific authorization to "hold" such commercial paper
and corporate debt securities suggests a federal association may not
"hold" commercial paper and corporate debt securities which do not
satisfy the rating and other requirements. Arguably, therefore, a federal association may not continue to hold19 the commercial paper acquired pursuant to the transition period rule after the end of the
transition period on December 31, 1983, if they do not comply with
the requirements of the commercial paper and corporate debt security investment authority of the new regulations. 0
The contrary argument is that a divestiture requirement would be
burdensome, possibly resulting in significant losses. Arguably, despite
the language of section 545.75 of the new regulations, the Board
never intended to impose such a requirement on federal associations.
The new rating requirements applicable to investments in commercial paper and corporate debt securities do not require that federal
associations divest themselves of instruments which were rated at the
proper level at the time of purchase, even if the rating subsequently
falls below that level. 21 This treatment of the rating requirements
recognizes the possible harm to a federal association which might be
caused by a divestiture requirement. A similar approach would seem
reasonable for investments made during the transition period. An alternative approach would be to grant case-by-case exemptions from a
divestiture requirement. Any possible benefits from such a process
would seem, however, to be outweighed by the administrative burdens involved. Regardless, interpretive guidance from the Board is
clearly necessary before it can be concluded with assurance that divestiture is not required.
18.

12 C.F.R. § 545.75 (1985).

19. Id. It can be argued the sale of such investments is also prohibited because § 545.75
only expressly authorizes the sale of commercial paper and corporate debt securities which satisfy the rating and other requirements contained in such section. It would appear, however, the
power to sell illegal investments is implied in the requirement that federal associations conduct
their business in a safe and sound manner.
20. This is true so long as the associations are not permitted to hold the commercial paper by or within the limitations on any other investment authorization contained in the new
regulations.
21. Thus commercial paper need only be-rated "as of the date of purchase" at the required level. 12 C.F.R. § 545.75(b)(1)(ii) (1985). Corporate debt securities need only be rated at
the required level "at. . . [the] most recent published rating before the date of purchase of the

security." Id. § 545.75(b)(2)(iii).
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INVESTMENTS IN COMMERCIAL PAPER AND CORPORATE DEBT
SECURITIES

The Board's regulations authorize federal associations to invest in
commercial paper and corporate debt securities.22 Investment is subject to rating, marketability and other requirements, as well as perissuer limitations. This authorization has created numerous concerns
for federal associations and" their attorneys.
A. Corporate Debt Securities
Section 545.75 authorizes federal associations to invest in "corporate debt securities."2 3 A corporate debt security is defined as "[a]
marketable obligation evidencing the indebtedness of any corporation

• . . which is commonly regarded as a debt security ....
"24 Such an
obligation is marketable if "it may be sold with reasonable promptness at a price which corresponds reasonably to its fair value."2 5 A
principal issue which arises in connection with the definition of corporate debt security is whether a federal association may acquire instruments which are issued in private placement transactions, exempt from the registration provisions of the Securities Act.2 6 While
22. Id. § 545.75. Statutory authority for investment in commercial paper and corporate
debt securities is set forth in section 5(c)(2)(B) of the Home Owners' Loan Act of 1933, 12
U.S.C. § 1464(c)(2)(B) (1982).
23. 12 C.F.R. § 545.75(a) (1985). "[A] Federal association may invest in, sell, or hold commercial paper and corporate debt securities, including corporate debt securities convertible into
stock, subject to the limitations set forth in this section." Id.
Commercial paper is defined in § 541.25 as:
Any note, draft, or bill of exchange which arises out of a current transaction, or the
proceeds of which have been or are to be used for current transactions, and which has a
maturity at the time of issuance of not exceeding nine months, exclusive of days of grace,
or any renewal thereof the maturity of which is likewise limited.
The term "corporate debt security" is defined as:
A marketable obligation, evidencing the indebtedness of any corporation in the form of a
bond, note and/or debenture which is commonly regarded as a debt security and is not
predominantly speculative in nature. A security is marketable if it may be sold with
reasonable promptness at a price which corresponds reasonably to its fair value.
Id. § 541.26.
A question sometimes arises as to whether a particular instrument is a "bond, note and/or
debenture" such that it qualifies as a corporate debt security if the other requirements of the
definition are satisfied. For a discussion of whether a certificate of deposit is a note, see infra
text accompanying notes 185-89. For a discussion of whether a bankers' acceptance is a note,
see infra text accompanying note 265-69.
24. 12 C.F.R. § 541.26 (1985).
25. Id.
26. See Securities Act of 1933, Pub. L. No. 22, § 4(1), 48 Stat. 74, 77 (current version at
15 U.S.C. § 77d(2) (1982)). Section 4(2) of the Securities Act provides an exemption from the
registration provisions of such act for "transactions by an issuer not involving any public offer-
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the Board has never issued a formal ruling on the subject, it would
appear that securities sold in a private placement qualify as marketable securities provided they may be resold with the requisite
promptness," notwithstanding the absence of a distribution to the
general public.
The history of the marketability requirement suggests the absence
of an instrument's distribution to the general public does not render
the obligation unmarketable. The marketability requirement is derived from the regulations of the Comptroller of the Currency.2 8
ing." Id.
27. The ability of a federal association to resell with reasonable promptness securities
purchased by it in a private placement depends on, among other things, the availability for
such resales of an exemption from the registration requirements of the Securities Act. The
necessity to register the securities would prevent prompt resales. The applicable exemption is
that provided by § 4(1) of the Securities Act, which exempts from registration requirements
"transactions by any person other than an issuer, underwriter, or dealer." Id. The term "underwriter" is defined in § 2(11) of the Securities Act to include "any person who has purchased
from an issuer with a view to. . .the distribution of any security. . . or has a direct or indirect participation in any such undertaking." Securities Act of 1933, Pub. L. No. 22, § 2(11), 48
Stat. 74, 75 (current version at 15 U.S.C. § 77b(11) (1982)). Pursuant to this definition, it
would appear resales of privately placed securities by a federal association are exempt transactions when the federal association itself initially purchases the securities for investment, not for
resale, and resells the securities only to institutional investors such as banks, savings and loan
associations and insurance companies. These institutional investors themselves must purchase
for investment and not for resale. In view of the exemption from registration provided by § 4(1)
of the Securities Act for "transactions by a dealer," it appears the participation in such resales
of a securities dealer acting as a broker or dealer will not prevent the application of the exemption provided by § 4(1) of the Act to such resales by federal associations when the securities
dealer sells the securities only to institutional investors who initially purchase for investment
only. Securities Act of 1933, Pub. L. No. 22, § 4(1), 48 Stat. 74, 77 (current version at 15 U.S.C.
§ 77d(2) (1982)). See generally Comm. on Dev. in Business Fin. Am. Bar Ass'n Section of
Corp., Banking and Business Law, Resale by Institutional Investors of Debt Securities Acquired in Private Placements, 34 Bus. LAw. 1927 (July 1979) (background and explanation of
the § 4(1) exemption).
28. The Bank Board's definition of corporate debt security was proposed for comment on
July 31, 1980, 45 Fed. Reg. 52,177 (1980), and adopted in final form on November 17, 1980, 45
Fed. Reg. 76,104 (1980). See supra note 23. This definition is nearly identical to the definition
of "investment security" utilized by the Office of the Comptroller of the Currency in connection
with the regulation of the investment activities of national banks. The definition used by the
Comptroller provides: "The term 'investment security' means a marketable obligation in the
form of a bond, note, or debenture which is commonly regarded as an investment security. It
does not include investments which are predominantly speculative in nature." 12 C.F.R.
§ 1.3(b) (1985). This definition is derived from statutory sources. See 12 U.S.C. § 24 (1980).
The term "marketable" is explained in words identical to those used by the Bank Board in its
definition. See supra note 23. The Comptroller explains the term in these words: "A bank may
purchase a security ... when ... it determines ... that the security is marketable, that is,
that it may be sold with reasonable promptness at a price which corresponds reasonably to its
fair value." 12 C.F.R. § 1.5a (1985). The Comptroller's definition of the term "investment security" and its explanation of the term "marketable" were in effect in their current form in
1980 when the Bank Board proposed and adopted its current regulations. See 12 C.F.R. §§ 1.3,
.5 (1980).
The Comptroller of the Currency is the chartering agency for national banking associa-
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These regulations formerly provided that, to be marketable, a security must either be publicly distributed, be issued by an issuer with
publicly distributed securities outstanding, or satisfy other requirements not relevant here.2 These regulations were rescinded, however,
and the current Comptroller's regulations, like the Board's regulations, provide only that a security is marketable if it can be sold
within a reasonable time period at a price reasonably corresponding
to its fair value.30 In light of the removal of the public distribution
requirement from the Comptroller's regulations, the question of marketability for national bank purposes would appear to be a practical
one, not necessarily turning on the presence or absence of a public
distribution. This view is consistent with interpretive rulings issued
by the Comptroller.3 '
Because the Board has adopted the Comptroller's language with
respect to marketability, it is unlikely the Board will take a position
contrary to the Comptroller and hold securities unmarketable solely
by reason of the absence of a public distribution. The Board, like the
Comptroller, will probably treat the issue of marketability as one of
fact. In light of the objective nature of the marketability requirement, it would appear securities sold pursuant to an exemption from
the registration requirements of the Securities Act, such as the private placement exemption, would be marketable if a sufficiently large
secondary market in such securities exists.
B. Commercial Paper
Section 545.75 of the Board's regulations authorizes federal associations to invest in commercial paper.3 2 In order to qualify as comtions. See 12 U.S.C. § 26 (1982). The agency exercises various regulatory functions with respect
to national banks. See, e.g., 12 U.S.C. § 24 (1982) (regulation of certain investments by national banks); id. § 60 (approval by Comptroller required for dividends declared by national
banks in certain cases); id. § 92a (approval by Comptroller required for exercise of trust functions by national banks).
29. 3 T. PATON, PATON's DIGEST OF LEGAL OPINIONS 2598, 2599 (1944).
30. 12 C.F.R. § 1.5 (1985). See supra note 28.
31. In one such ruling, a member of the Comptroller's staff stated that "as a general rule,
privately placed securities are not marketable." Comptroller Staff Interpretive Letter No. 25,
[1978-79 Transfer Binder] FED. BANKING L. REP. (CCH) 1 85,100 (1978). In another letter arising out of the same matter, however, the staff member stated that "[slince the offering will be a
private placement with little or no subsequent secondary market immediately following the
sale, the securities are not eligible for investment by national banks." Comptroller Staff Interpretive Letter No. 41, [1978-79 Transfer Binder] FED. BANKING L. REP. (CCH) 85,116 (May 18,
1978). This letter implies that if a secondary market for the privately placed securities in question had been available, the absence of a public distribution would not have rendered the securities unmarketable. These letters, taken together, suggest that a privately-placed security may
be regarded as marketable if a secondary market is available.
32. 12 C.F.R. § 545.75 (1985). This authorization implements § 401 of the Depository
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mercial paper under the new regulations, a particular instrument
must be connected with current transactions."3 The requirement that
commercial paper acquired by federal associations arise out of a current transaction s4 is not found in any provision of the Home Owners'
Loan Act of 1933 as amended. The legislative history of the Depository Institutions Deregulation Act of 1980 also does not express an
intent to prohibit federal associations from investing in commercial
paper not arising out of current transactions.3 5 Rather, the Board appears to have imposed the current transaction requirement pursuant
to its authority to "define and approve" commercial paper and corporate debt securities.3 6 The requirement appears to be based on the
Securities Act of 1933's3 7 exemption from registration provisions for
38
commercial paper connected with current transactions.
Institutions Deregulation and Monetary Control Act of 1980. Section 401 authorizes federal
associations to "invest in, sell, or hold commercial paper and corporate debt securities, as defined and approved by the Board." Depository Institutions Deregulation and Monetary Control
Act of 1980, Pub. L. No. 96-221, § 401, 94 Stat. 132, 151 (1982) (amending Home Owner's Loan
Act of 1933, § 5(c), 12 U.S.C. § 1464(c) (1982)).
33. 12 C.F.R. § 541.25 (1985). See supra note 23.
34. For a discussion of the types of transactions which qualify as current transactions, see
infra notes 40-44.
35. The committee reports for the Second Session of the 96th Congress which contain
H.R. 4986 (the Depository Institutions Deregulation and Monetary Control Act of 1980) made
no reference to a current transaction requirement in the discussion of commercial paper investment authority. See S. REP. No. 640, 96th Cong., 3d Sess. 76 (1980); HR. RPE. No. 842, 96th
Cong., 2d Sess. 76 (1980). None of the Congressmen's remarks during the 1980 floor proceedings
leading to passage of H.R. 4986 contain any reference to a current transaction requirement. See
126 CONG. Rxc. H2274, 2276, 1178; S3170, 3182 (1980). Similarly, the testimony given during
the extensive committee hearings held by the First Session of the 96th Congress on predecessor
bills expressly recognized the need for regulations limiting investments in commercial paper to
"high quality instruments for which there is a secondary market"; nonetheless, none of the
witnesses or other participants made any reference to a current transaction requirement. See
Hearings Before the Subcomm. on Fin. Insts. Supervision, Reg. and Ins. of the Comm. on
Banking, Fin. and Urban Affairs, House of Representatives on H.R. 5280, 55, 100, 149 (Sept.
25, 1979); Hearings Before the Subcomm. on Fin.Insts. of the Comm. on Banking, Hous. and
Urban Affairs, United States Senate on S. 1347, 96th Cong., 1st Sess. 157 (June 21, 1979); id.
41, 63, 64, 83, 115, 153, 170, 176, 198, 221, 223, 268 (June 27, 1979); id. 54, 131, 143 (July 18,
1979).
36. Home Owners' Loan Act of 1933, § 5(c)(2)(B), 12 U.S.C. § 1464(c)(2)(B) (1982).
37. 15 U.S.C. § 77a-77bbbb (1982).
38. Section 3(a)(3) of the Securities Act of 1933, 15 U.S.C. § 77c(a)(3) (1982), exempts
from the registration provisions of that statute the following instruments:
Any note, draft, bill of exchange, or banker's acceptance which arises out of a current
transaction or the proceeds of which have been or are to be used for current transactions, and which has a maturity at the time of issuance of not exceeding nine months,
exclusive of days of grace, or any renewal thereof the maturity of which is likewise
limited.
(emphasis added). The "notes" referred to in this exemption are high quality commercial paper
notes. United States v. Rachal, 473 F.2d 1338, 1343 (5th Cir.), cert. denied, 412 U.S. 927 (1973).
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The Board has never publicly explained the rationale for application of the current transaction rule of the Securities Act to the investment powers of federal associations.3 9 There are, however, two
possible reasons for the use of the rule: to ensure the quality of commercial paper purchased by federal associations 0 and to ensure that
commercial paper acquired by federal associations may be resold by
them without registration. 4 ' An examination of the current transaction requirement, in light of its apparent purpose of ensuring the
quality and marketability of instruments purchased by federal associations, suggests the requirement may be unduly restrictive.
39. In the 1980 release accompanying the proposal of the definition of commercial paper
and related regulations, the Board indicated it had relied on the Securities Act for the proposed
definition of commercial paper. The Board stated:
In order to conform to the general practices of the securities industry, the proposed definition of "commercial paper" § 545.27 was derived from Section 3(a)(3) of the Securities
Act of 1933 (15 U.S.C. § 77(c)(a)(3)) which exempts certain commercial paper with a
maturity of nine months or less from the registration requirements of that Act. Use of
this definition would also be consistent with the amendments to Section 5A(b)(1) of the
Federal Home Loan Bank Act (12 U.S.C. § 1425A(b) (1982)) now pending before Congress which would allow the Board to allow "highly rated commercial paper with 270
days or less remaining until maturity" to be counted for liquidity purposes.
45 Fed. Reg. 52,177, 52,180 (1980) (to be codified at 12 C.F.R. §§ 525, 541, 545, 563).
Reference is made to the practices of the securities industry, such as the investment rating
services' practice of providing separate ratings for notes maturing in nine months or less. Reference is also made to the provisions of the Federal Home Loan Bank Act which permit treatment of "highly rated commercial paper with 270 days or less remaining until maturity" as
liquid assets. These references adequately explain why the Board defined commercial paper as
instruments which mature in nine months or less. These references do not explain, however,
why the Board requires commercial paper be connected with a current transaction. Short-term
notes unconnected to current transactions are not unknown to the securities industry. Furthermore, the amendment to § 5A(b)(1) of the Federal Home Loan Bank Act described by the
Board did not by its terms require an instrument be connected with a current transaction in
order to qualify as commercial paper and as a liquid asset. Moreover, the legislative history
preceeding enactment of amendments does not indicate Congress viewed the term "commercial
paper," as used therein, as incorporating a current transaction requirement in addition to the
express rating requirements. See H.R. REP. No. 1420, 96th Cong., 2d Sess. 143-44, 126 CONG.
REc. § 7682-83, 7702-03, (1980). The reference in the amendment, and the repeated references
in its legislative history, to "highly rated" commercial paper suggest that Congress viewed rating requirements as the appropriate means of ensuring that federal associations invested only
in high quality, marketable commercial paper.
40. The current transactions requirement as applied to commercial paper under the Securities Act of 1933 is thought to help ensure the quality of commercial paper because a "current transaction" as generally construed by the Securities and Exchange Commission is one in
which the issuer uses the proceeds of the paper to acquire items "composed of assets easily
convertible into cash." SEC Securities Act Release No. 4412 1 FED.SEC. L. REP. (CCH) 1 2045
(Sept. 20, 1961). But see Hicks, Commercial Paper: An Exempted Security Under Section
3(a)(3) of the Securities Act of 1933, 24 U.C.L.A_ L. REv. 227, 287-92 (1976) (many specific
transactions permitted to be treated as "current transactions," in particular no-action letters
issued by the Commission staff not consistent with general Commission interpretation that current transaction is one generating assets easily converted to cash).
41. See supra note 38.
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If the purpose of the current transaction requirement is to ensure
that federal associations invest in high quality obligations, the current transaction requirement is logical. Instruments arising out of
current transactions are more likely to be liquidated with the eventual proceeds of those transactions.4 2 In fact, these instruments are
sometimes described as "self-liquidating. ' 43 While the current transaction requirement thus contributes to the safety of commercial paper, it may be questioned whether the benefits of the requirement
outweigh the burdens. Specifically, the fact the transaction financed
by an issue of securities is a "current" transaction provides no assurance the transaction is a prudent or profitable one. The Board's rating requirements and the investing federal associations' own credit
analyses are better suited< to the purpose of assuring quality
investment.4 4
On the other hand, the current transaction requirement burdens
federal associations by precluding investment in short-term, high
quality instruments which do not satisfy the requirement. 45 This limitation is inconsistent with the Board's general approach, which is to
42. See supra note 40.
43. See, e.g., Comment, The Commercial PaperMarket and the Securities Acts, 39 U.
CH. L. Rnv. 362, 385 (1972). Commercial paper, the proceeds of which are used for current
transactions, is said to be self-liquidating because the assets acquired with the proceeds are
supposed to be assets which can be easily converted into cash in order to pay the commercial
paper at maturity. See Securities Act Release No. 4412, supra note 40.
44. At least one commentator has concluded that the current transaction test as applied
by the Securities and Exchange Commission is easily circumvented and that some of the protection afforded by the current transactions standard of the Securities Act of 1933 has been
lost. Hicks, supra note 40, at 287-92. Many of the assets acquired in transactions which constitute "current transactions" under current interpretations are not sufficiently liquid to provide
cash to pay commercial paper at maturity. Id. In addition, there can be no assurance that the
assets, even if liquid, will be applied to payment of the commercial paper instead of other
liabilities of the issuer. A current transactions test would indeed be very helpful in assuring
that the paper could be paid at maturity. Such a test might require the assets acquired in
current transactions with the proceeds of the commercial paper be used to secure that commercial paper or some other scheme which tied the assets specifically to the commercial paper.
Because no such security or tying is required by the current transaction standard, such assets
might already be subject to an attachment by the issuer's other creditors when the paper matures. Therefore, a standard which places reliance on credit analyses and considers the overall
creditworthiness and liquidity position of an issuer would appear to be far more useful in assuring the safety of commercial paper than a current transactions test. Statistical rating agencies
undertake such a credit analysis and investors and their agents should follow suit.
45. Ratings published by investment rating services include ratings of short-term, privately-placed commercial paper not sold pursuant to the § 3(a)(3) commercial paper exemption. As the description of the use of the proceeds of such commercial paper indicates, the
reason the § 4(2) exemption for private placements was used is that the commercial paper
proceeds are not used for current transactions as required by the § 3(a)(3) exemption. See
supra notes 26 & 38. Many of the commercial paper notes so offered, though not connected
with current transactions, bear the highest possible ratings given by the rating agencies. See
STANDARD & POOR'S CORPORATION, CoMMERcIAL PAPER RATING GUmE xxxiii-iv (Nov. 1984).
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emphasize quality over form.4 6 The current transaction requirement
is, accordingly, no more appropriate as a means of ensuring the quality of commercial paper than it is as a means of ensuring the quality
of corporate debt securities.47
The current transaction requirement may also serve as a means of
ensuring that commercial paper purchased by federal associations
may be sold with reasonable promptness at a fair price. In other
words, the requirement may be designed to assure marketability. The
current transaction requirement contributes to marketability because
commercial paper, issued in current transactions and meeting other
criteria, may be resold without registration pursuant to the exemption from registration the Securities Act provides.4 The marketability of commercial paper, however, could be ensured by less restrictive
means. For instance, the Act could provide that the instrument must
be salable with reasonable promptness at a price that reasonably corresponds to its fair value in order to constitute commercial paper.
This approach would ensure that commercial paper is marketable in
a less restrictive manner than the current transaction requirement. It
would also assure conformity between the definition of commercial
paper and that of corporate debt securities.
C. Relationship Between Commercial Paper and Corporate Debt
Securities
The Board's regulations do not clarify whether the definitions of
commercial paper and corporate debt security are exclusive. Consider
an instrument which has a maturity at the time of issuance not to
exceed nine months, but which is not connected with a current transaction and therefore does not satisfy the definition of commercial paper. The question arises whether such an instrument may be acquired by a federal association under its authority to invest in
corporate debt securities, rather than under its authority to invest in
commercial paper.
46. As a Board staff member recently pointed out in another context, "because rating and
marketability requirements provide assurances of safety and liquidity, an association should
have broad discretion subject to those limitations to invest in any form of commercial debt
securities." Letter from Peter M. Barnett, Associate General Counsel, Office of the General
Counsel, Federal Home Loan Bank Board to Roger M. Zaitzeff (July 1, 1983).
47. See supra note 23. Corporate debt securities are not defined as arising out of current
transactions.
48. 15 U.S.C. § 3(a)(3) (1982). Of course, if the Board wished to assure that commercial
paper qualified for an exemption from registration, it should have included in the definition of
commercial paper instruments which are exempt from registration under other provisions of
the Securities Act. For instance, some commercial paper might qualify for an exemption from
registration under § 3(a)(2) of the Securities Act because it is issued or guaranteed by a bank.
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Read literally, the definition of a corporate debt security would
permit acquisition of many instruments with maturities of nine
months or less at the time of issuance.49 The stricter limitations on

commercial paper investments by federal associations, including the
limitations arising from the definition of commercial paper, suggest
that the definition of corporate debt securities was intended to be
exclusively reserved for instruments having maturities in excess of
nine months. For example, section 545.75(b)(1)50 requires commercial
paper be rated in one of the two highest grades in order to be eligible
for acquisition by a federal association. In contrast, corporate debt
securities need only be rated in one of the four highest grades.5 1 It
can be argued, therefore, that the definition of commercial paper was
intended to be exclusive. Nonetheless the definition of a corporate
debt security would appear to permit acquisition of commercial paper satisfying the definition's marketability and other requirements.
Again, this is an area in which clarification is needed.
D. The Rating Requirement
The Board's regulations require that commercial paper and corporate debt securities acquired pursuant to a federal association's security investment authority be denominated in United States dollars.5 2 The regulations also require that such instruments be rated at
certain levels by at least one nationally recognized investment rating
service in the case of corporate debt securities and by at least two
nationally recognized investment rating services in the case of commercial paper.53 Prior to the new regulations, the Board reiuired that
49. The definition of a corporate debt security in 12 C.F.R. § 541.26 (1985) makes no
reference to the maturity of instruments qualifying as corporate debt securities. See supra note
23. The maximum average maturity of a federal association portfolio of corporate debt securities may not exceed six years. 12 C.F.R. § 545.75(b)(5) (1985). Yet there is no express provision
imposing minimum original maturities on instruments eligible for purchase pursuant to federal
associations' corporate debt security investment authority.
50. 12 C.F.R. § 545.75(b)(1) (1985).
51. Id. § 545.75(b)(2).
52. Id. § 545.75. The Board's regulations concerning commercial paper and corporate
debt securities, as originally promulgated in 1980, provided that to be eligible for acquisitions
pursuant to the commercial paper and corporate debt security investment authority, such instruments had to be both issued by an issuer domiciled in the United States and denominated
in United States dollars. The Board has removed the domicile requirement in the new regulations. While the Board had also originally proposed to remove the requirement that the instrument be denominated in United States dollars, the new regulations in their final form retained
the denomination requirement. While instruments denominated in foreign currencies are thus
ineligible for acquisition pursuant to the commercial paper and corporate debt security investment authority, the Board's regulations do not prohibit the acquisition of such instruments
pursuant to the authority of federal associations to make commercial loans.
53. 12 C.F.R. § 545.75(b)(1) & (b)(2) (1985). Federal associations are expressly authorized
to invest in unrated or insufficiently rated obligations in an aggregate amount not exceeding

Published by UF Law Scholarship Repository, 1984

15

Florida Law Review, Vol. 36, Iss. 4 [1984], Art. 2
UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXXVI

both commercial paper and corporate debt securities acquired by a
federal association be rated by only one investment rating service. 4
The new regulations increased the requirement to two ratings for
both corporate debt securities and commercial paper. The increase in
the number of ratings required resulted from the Board's view that
removal of aggregate quantitative limitations on investments in commercial paper and corporate debt securities required additional qualitative safeguards. 5 The Board recently amended their regulations
again, restoring the requirement that corporate debt securities be
rated by only one rating service." The Board stated that the tworated requirement is appropriate "with respect to commercial paper,
but that with respect to corporate debt securities the prior requirement for a single rating is sufficient. In fact, a double rating requirement precludes purchase of many prudent corporate debt
' 51
investments.
Arguably, in a regulatory scheme intended to increase earnings of
federal associations,5" the two-rating requirement applicable to commercial paper investments excessively restricts the ability of federal
associations to maximize investment return on its assets through the
acquisition of commercial paper of creditworthy companies. The
Board's two rating requirements may inadvertently limit federal associations' ability to invest their funds in a large number of
creditworthy companies. Consequently, efforts of federal associations
to generate the income needed to participate in an increasingly competitive financial services environment may be hampered. For this
reason alone, the Board should only require commercial paper to be
rated by one investment rating service.59
In addition to creating difficulties for federal associations, the two
rating requirement may also have the effect of diminishing the ability
of creditworthy issuers of commercial paper to market their securities
to savings and loans. A large number of creditworthy companies only
1% of their assets. Id. § 545.75(d). See infra notes 123-24 and accompanying text.
54. 12 C.F.R. § 545.9-4 (1983) (superseded by 12 C.F.R. § 545.7 (1984)).
55. Prior to the Garn-St Germain Act, the total investments by a federal association in
commercial paper and corporate debt securities pursuant to the commercial paper and corporate debt security investment authority were limited to an amount not in excess of 20% of the
federal association's assets when combined with the federal association's aggregate consumer
loans.
56. 49 Fed. Reg. 43,040, 43,045 (1984) (to be codified at 12 C.F.R. §§ 523, 541, 545, 549,
561, 563, 584).
57. Id. at 43,042.
58. Congress has indicated itspurpose in expanding the investment powers of federal associations in 1982 was in part to increase the earnings of federal associations. Supra note 11.
59. For prior regulations requiring only one rating for both commercial paper and corporate debt securities, see 12 C.F.R. § 545.9-4 (1983) (superseded by 12 C.F.R. § 545.7 (1984)).
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have one investment rating for their commercial paper.6 0 The reasons
for having only one investment rating vary from issuer to issuer, but
generally are not credit related. 1
In certain circumstances, only one investment rating agency will
supply ratings for commercial paper.6 2 Also, in order for a company
to obtain a rating for its securities, the investment rating services require the company undergo a rating review. This necessitates submitting substantial amounts of information to the rating agency. The investment rating service charges fees, which may be significant, for
awarding their ratings.6 3 Creditworthy issuers of commercial paper
which are currently rated by one investment rating service may not
wish to absorb the additional cost and overcome the other difficulties
presented in obtaining a rating from a second investment rating service. As a result, federal associations will not be able to acquire the
commercial paper of such companies.6 4 The Board has recognized
this concern in the past, expressing the view that requiring two ratings would increase the issuer's costs and that this increase would not
be offset by any significant benefits accruing to federal associations. 5
60. See infra note 65.
61. For example, an issuer proposing to issue only a limited principal amount of commercial paper or corporate debt securities often determines that the cost of obtaining two investment ratings outweighs any benefit which may come from having two ratings. Such issuers will
market their securities on the basis of only one rating.
62. As a matter of historical practice, issuers engaged in certain industries are generally
unwilling to obtain more than one investment rating. Moreover, certain investment rating services as a matter of general practice decline to rate obligations of issuers engaged in particular
industries. Notwithstanding that companies in such industries may be creditworthy and present federal associations with attractive investment opportunities, federal associations will not
be permitted under the Board's regulations to acquire commercial paper and corporate debt
securities of such issuers pursuant to their securities investment power.
63. Moody's Investors Service, Inc. states: "Most issuers of corporate bonds, municipal
bonds and notes, preferred stock and commercial paper which are rated by Moody's... have,
prior to receiving the rating, agreed to pay a fee to Moody's for the appraisal and rating services. The fee ranges from $1,000 to $52,500." MooDY'S INVESTORS SERVICE., INC.,1 1984 MOODY'S
INDUS. MANUAL iii

(1984).

64. While such single-rated commercial paper may not be acquired pursuant to the general commercial paper investment authority, 12 C.F.R. § 545.75(b)(1) (1985), or treated as a
liquid asset, id. § 523.10(g)(9)(ii), it may be acquired pursuant to either the authority to make
commercial loans, id. § 545.46, or the authority to invest in unrated commercial paper, id.
§ 545.74(d). The latter investment authorities, however, have narrow aggregate limits: 10% of
assets in the case of commercial loans, id. § 545.46, and 1% of assets in the case of unrated
commercial paper and corporate debt securities, id. § 545.75(d). Because of these narrow limits,
and because these investment categories can be used to acquire high-yield, unrated, non-real
estate related commercial investments, many federal associations would be reluctant to use
these categories for commercial paper which is highly rated by one investment rating service
and which has a low yield commensurate with its high quality.
65. The Board had proposed in 1980 to require two ratings. 45 Fed. Reg. 52,177 (1980).
Only one rating was required in the 1980 final regulations. Id. at 76,104. The Board stated in
the release accompanying publication of those regulations:
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Despite both its restrictive effects and its lack of significant benefits, the two rating requirement of the new regulations applicable to
commercial paper investments could perhaps be justified if imposition of such a requirement were the only means of protecting federal
associations from making imprudent investments in securities. An investment level rating of a single nationally recognized rating service
is not, however, a measurably inferior standard of the investment
soundness of an obligation to the ratings of two such services. The
standard applied by these services in their determination of a security's investment safety are similar and their ratings are comparable
determinations of investment safety.68 Additionally, instances in
which issuers are given a particular rating by one service, but are
awarded a materially different rating by a second service, are rare. If
the Board is concerned about federal associations acquiring securities
rated by one agency at the required rating level, but rated below that
level by another agency, the solution is simple. The provisions of the
Board's regulations could be revised to require the commercial paper
to be rated at or above the prescribed rating level by each agency
supplying an investment rating, with at least one such rating
required.
1. Satisfying the Rating Requirement Through Guarantors Commercial Paper
Prior to the new regulations, the Board only permitted federal associations to invest in commercial paper and corporate debt securities which were rated at or above required levels. The new regulations have altered the Board's approach, however, providing that
unrated commercial paper may satisfy the rating requirement if it is
guaranteed by a company whose own commercial paper satisfies the
rating requirement.6 7 This alternative means is a significant improveSeveral commenters said that this [two-rating] requirement was unnecessarily restrictive,
since many high-grade issues axe only rated by one such service and requiring at least
two such ratings would only add to the issuer's expenses. The Board finds these argu-

ments to be persuasive and has determined to modify the provision to require rating by
only one such service.
Id.
66. Compare, for example, the definition for the second highest commercial paper investment rating grades of MOODY'S INVESTORS SERVICE, INC., 4 MOODY'S COMMERCIAL PAPER RECORD

4 (Oct. 1984) ("Issuers ... hav[ing] a strong capacity for repayment of short-term promissory
obligations"), with STANDARD & POOR'S CORPORATION, supra note 45, at ii ("Capacity for timely
payment on issues with this designation is strong").
67. 12 C.F.R. § 545.75(b)(1)(ii) (1985). See also id. § 523.10(g)(9)(ii) (unrated commercial
paper guaranteed by company haing outstanding paper with qualifying ratings constitutes a
liquid asset).

https://scholarship.law.ufl.edu/flr/vol36/iss4/2

18

Zaitzeff and Mette: Investment Powers of Federal Savings and Loan Associations After
1984]

INVESTMENT POWERS AFTER GARN-ST GERMAIN

ment, providing federal associations with additional flexibility in determining the safety of particular securities. In making this change,
however, the Board did not go far enough. The regulations on this
subject could be improved by expanding the applicability of this
"fall-back" guarantee provision, as well as by permitting federal associations to purchase unrated securities issued by issuers with other
securities outstanding which meet the rating requirement.
The Board's new regulations provide that a federal association
may acquire unrated commercial paper if it is guaranteed by a company having outstanding paper rated at the required level.6 8 The addition of this alternative means of satisfying the rating requirement
is certainly appropriate. A rating given to the securities of a guarantor provides an indicia of creditworthiness and establishes the safety
of the guaranteed security, notwithstanding the fact the security itself is unrated. Some difficulties with this approach remain, however.
Apparently, the "fall-back" guarantee provision permits investment
by a federal association in unrated paper supported by the guarantee
of a company with properly rated paper outstanding. This is true
even though the guarantor's rating was not based on the guarantor's
own creditworthiness. For example, the rating of the guarantor may
have itself been based on a guarantee, letter of credit, or similar
arrangement.69
The "fall-back" guarantee provision is also somewhat ambiguous
as to whether the guarantor's commercial paper must be rated at the
required level at all times, or whether it need only be so rated at the
time that the federal association acquires the commercial paper guaranteed by the guarantor. The provision containing the rating requirement and the fall-back guarantee provision states:
(b) Limitations. (1) Commercial paper must be: (i) Denominated in dollars and (ii) as of the date of purchase, as shown
by the most recently published rating made of such investments by at least two nationally recognized investment services, rated in either one of the two highest grades or (iii) if
unrated, guaranteed by a company having outstanding paper
that is rated as provided in paragraph (b)(1)(ii) of this
68.

Id. § 545.75(b)(2)(iii).

69. It is probable, however, that a federal association's investment in unrated commercial
paper, backed by the guarantee of a company with properly rated paper outstanding, would be
subject to supervisory objection if the guarantor's paper rating were not based on the guarantor's own creditworthiness. The legal basis for such an objection is provided by 12 C.F.R. §
545.75(b)(6) (1985), which requires a federal association to "maintain information in its files
adequate to demonstrate it has exercised prudent judgment in making investments" pursuant

to the commercial paper and corporate debt security investment authority.
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section. 70
Clearly, rated commercial paper need only bear the needed ratings as of the date of purchase in order to be eligible for investment
by federal associations. With respect to unrated 7 1 paper, however, the
language of the provision allowing reliance on the guarantee provision can be read to incorporate the "as of the date of purchase" language. 72 This would modify the words of subparagraph (b)(2)(ii) to
read "as of the date of purchase of the guaranteed security, the guarantor's securities must" bear the required ratings. Arguably, given
the slight awkwardness of this reading, the words "outstanding paper
that is rated" was meant to supersede the less restrictive "as of the
date of purchase" language, requiring the guarantor's securities bear
73
the required ratings at all times.
The better view is that the Board intended to permit federal associations to continue to hold guaranteed commercial paper, even if
the ratings of the guarantor's securities decline after purchase.7 ' This
approach appears prudent. A decline in ratings does not necessarily
signal default and it will almost certainly require a federal association
75
to discount the security if it is forced by regulation to sell it.
In purchasing guaranteed commercial paper, the Board's regulations do not permit a federal association to rely on the rating given ta
70. 12 C.F.R. § 545.75(b)(1)(iii) (1985) (emphasis added).
71. While the Bank Board's regulations do not define the term "unrated," based on the
everday meaning of words bearing the prefix "un," the Board apparently has in mind commercial paper which has not been rated by any statistical rating organization. Accordingly, the term
would exclude commercial paper which has been rated, but has received low ratings not satisfying the requirements of 12 C.F.R. § 545.75(b)(1), (2) (1985).
72. Id. § 545.75(b)(1)(ii).
73. See id. § 545.75(b)(1)(ii).
74. Non-divestiture of unrated commercial paper when ratings of the guarantor's commercial paper decline would be consistent with the Board's approach in the case of rated commercial paper. The Board's regulations permit a federal association to "invest in, sell or hold
commercial paper" subject to rating and other limitations. Id. § 545.75(a) (emphasis added).
The rating limitations only require that commercial paper have ratings in one of the two highest grades "as of the date of purchase." Id. § 545.75(b)(1)(ii). Therefore, a federal association
may "hold" commercial paper which had conforming ratings "as of the date of purchase," even
though the commercial paper later lost those conforming ratings.
75. In the case of a security purchased in reliance on a guarantor's ratings, a departure
from this policy is arguably required because the guarantor's rating may pre-date the creation
of its liability on the guarantee. If so, a subsequent rating may reflect a rating service's view
that the guarantee was imprudently undertaken. Yet this consideration is no less pertinent to
the ratings given any security. Subsequent liabilities may alter the issuer's creditworthiness.
Nonetheless, the Board has taken the view that the burdens of divestiture outweigh the threat
to a federal association presented when the ratings on which it has relied decline after
purchase. This policy appears equally appropriate when the rating relied on are those of a
guarantor.
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any securities other than commercial paper issued by the guarantor. 7
Despite the distinctions between the relevant criteria in rating commercial paper and longer-term debt securities, the Board's current
approach of allowing federal associations to rely on the rating given
to the guarantor's commercial paper, but not on ratings given to the
guarantor's longer-term debt securities, appears unduly restrictive.
One factor considered by a rating service in determining the rating
for an issuer's debt securities is the issuer's liability on its guarantees.7 7 For example, assume a guarantor issues long-term debt securities for which it receives a high rating. If the issuer then guarantees
commercial paper without sufficient liquid assets to cover the paper,
the rating service which granted the high rating will downgrade it.
Conversely, a rating service may continue the high rating assigned
the longer-term debt securities, suggesting the guarantor has resources sufficient to pay the issuer's commercial paper on default
without significant disruption of the guarantor's operations.
A continued high rating given to a guarantor's longer-term debt
securities generally indicates the guarantor can pay its short-term liabilities.7 In light of this, the Board should provide that a federal association may invest in unrated commercial paper guaranteed by a
company which has highly rated corporate debt securities outstanding. If such securities meet the rating requirements applicable to investments by federal associations with respect to corporate debt se76. 12 C.F.R. § 545.75 (1985). The Board has not yet explained this limitation. The underlying rationale, however, may be that significant distinctions exist between the criteria applied in determining the safety of commercial paper and those applied in evaluating longer
term debt securities. The distinctions may be such that the rating given to a guarantor's longerterm debt prior to its guarantee of commercial paper may not.be a satisfactory indication of its
ability to pay that commercial paper. For instance, the rating of commercial paper apparently
requires an evaluation of the issuer's access to liquidity. Standard & Poor's Corporation describes a commercial paper issuer with an "A-1+" rating as one with "excellent long-term financial operating and financial strengths combined with strong liquidity characteristics" or
"above average long-term fundamental operating and financial strengths combined with ongoing excellent liquidity characteristics." See STANDARD & PooR's CoRP oRATION, supra note 45,
at xxxii (description of A-1+ rating) & iii (description of debt ratings). Standard & Poor's
description of its highest bond rating does not contain any reference to liquidity. An issuer's
ability to repay commercial paper at maturity when the commercial paper market refuses to
renew or "roll over" the paper, and to do so without being forced to sustain losses by selling
illiquid assets, depends on liquidity. Liquidity refers to the ability to obtain funds if roll-over
should become impossible. Because roll-over is a less common practice with respect to longerterm debt securities, the need for funds to pay longer-term debt securities at maturity is more
predictable. Therefore, rating longer-term debt securities does not require an evaluation of the
liquidity of the issuer's assets and its immediate access to credit to as great an extent as does
rating commercial paper.
77. The worksheet used by Standard & Poor's Corporation in rating industrial companies
includes a number of off-balance sheet liabilities. One of these itemized liabilities is "guarantees." STANDARD & POOR'S CORPORATION, CREDnT OvSRVIaw 102 (1984).
78. This includes liabilities arising from a guarantee.
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curities, there is little reason to prevent federal associations from
investing in the commercial paper of the issuing company.
2. Satisfying the Rating Requirement Through Guarantors Corporate Debt Securities
Unrated corporate debt securities guaranteed by a company with
properly rated securities outstanding fail to satisfy the Board's rating
requirements.7 9 The reasoning behind this disparate treatment of
corporate debt securities and commercial paper is unclear.8 0 Arguably, the credit worthiness of a guarantor has more time to deteriorate
in the case of a longer-term security. This rationale seems weak, however, in light of the Board's regulations which permit a federal association to maintain all corporate debt security investments which were
properly rated at the time of purchase. Even if subsequent deterioration of the issuer's creditworthiness causes it to receive lower ratings,
the federal association may maintain its holding. 81 There is no reason
to believe the creditworthiness of guarantors would decline over a period of several years any more than the creditworthiness of issuers as
reflected in the rating of their securities. The Board should recognize
that the guarantee of an issuer with properly rated corporate debt
securities outstanding provides an adequate indication of the safety
of the securities.
The reliability of a rating given to the securities of a guarantor as
an indicator of the safety of the guarantor's unrated securities decreases when the remaining maturity period of the unrated securities
substantially exceeds the maturity of the guarantor's rated securities. 2 If the rated securities mature in one year and the guaranteed
securities will mature in ten years, the rating received is not an adequate indicator of the safety of the longer-term securities. This is
largely because the rating service has not expressed any view as to
the probability that the guarantor will be solvent in ten years.83 This
79. 12 C.F.R. § 545.75(b)(2) (1985).
80. The creditworthiness of a guarantor has more time to deteriorate in the case of a
longer-term security. Yet this concern is no less pertinent with respect to the creditworthiness
of the issuer itself. Id. § 545.75(b)(2).
81. Id. 545.75(b)(2)(iii).
82. As an indicator of the safety of the securities guaranteed by that guarantor.
83. If an evaluator of credit states "X will be able to pay this note when it matures in one
year," that evaluation may be based on current facts and be subject to change if the facts
change. Normally, however, the evaluation is assumed to be consistent with current facts
known to the evaluator. Yet one normally cannot assume that the evaluator means to say that
any note maturing after the end of one year will be paid by X. The evaluator may be aware of
facts inconsistent with the conclusion that longer-term obligations will be paid. For instance, a
large contingent liability could become payable sometime after the note that was the subject of
the evaluator's opinion matures in one year.
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problem could be easily resolved, however, by providing that a federal association may invest in unrated corporate debt securities guaranteed by a company with properly rated securities outstanding. Yet
such a rule should only apply when the period remaining to maturity
of the unrated, guaranteed securities does not exceed the period remaining to maturity of the guarantor's rated securities. In light of
this simple resolution, the new regulations seem unnecessarily restrictive insofar as they provide a fall-back guarantee provision for
commercial paper but fail to do so for corporate debt securities."
E. Treatment of Commercial Paper and Corporate Debt Securities
as Liquid Assets
1. Commercial Paper
Federal associations are required to maintain a specified amount
of their assets as liquid assets and short-term liquid assets.85 Commercial paper is considered a liquid asset, provided it is properly
rated by two investment services or is guaranteed by a company having outstanding paper so rated and will mature in 270 days or less.86
The Board's regulations are rather unclear as to whether commercial
paper, 87 to be eligible for treatment as a liquid asset, 8 must be connected with current transactions. There is no definition of commer84. As proposed, the new regulations contained other alternative means of satisfying the
rating requirements. The final version of the recent amendments, however, deleted these provisions. The recent amendments, as originally proposed, would have permitted a federal association to invest in unrated commercial paper issued by a company having outstanding paper
which met the rating requirements. 48 Fed. Reg. 2340, 2366 (1983) (proposed 12 C.F.R.
§ 545.23-4(b)(1)(ii)). Why the Board deleted this provision is unclear. The rating achieved and
maintained by one issue of a company's commercial paper or corporate debt securities would
seem to be a dependable indication of the safety of another issue of commercial paper or corporate debt securities. At least such should be the 'case where the rating is based on the
creditworthiness of the issuer alone and not on the creditworthiness of a guarantor.
85. Federal Home Loan Bank members, including federal associations, are required to
maintain an average daily balance of liquid assets and short-term liquid assets equal to 5% and
1% of the average daily balance bf their liquidity base, respectively, during the preceding calendar month. The liquidity base refers to the net withdrawable accounts of a federal association
plus its short-term borrowings. 12 C.F.R. § 523.11(a) (1985).
86. Id. § 523.10(g)(9).
87. Id. § 523.10(g)(9)(Hi). The Board's definition of commercial paper is not technically
applicable to the provisions of the Board's regulations authorizing federal associations to treat
commercial paper as liquid assets. See supra note 23.
88. The Board's regulations define liquid assets to include commercial paper, provided
that:
Such commercial paper (a) continues to be rated in one of the two highest grades by the
most recently published rating of such paper by two nationally recongized investment
rating services, or, if unrated, is guaranteed by a company having outstanding paper that
is so rated, (b) will mature in 270 days or less.
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cial paper which applies directly to that term as it is used in the
definition of liquid assets.8 9 The Board is likely to interpret the term
consistently with the definitions appearing elsewhere in the Board's
regulations" and conclude that commercial paper which does not
arise out of current transactions may not be treated by federal associations as liquid assets. 9'
The purpose of the liquidity requirements is to ensure that federal associations maintain assets which may be readily converted to
cash in order to meet withdrawals. The Board's regulations generally
define liquid assets to include readily salable assets which have a relatively stable market value.9 2 This assures that the federal association will not be forced to incur losses through the sale of its illiquid
assets, or its assets which are undervalued by the current market, in
order to meet withdrawals e3
A strong argument can be made that the current transaction requirement is not necessary to ensure saleability and price stability. 4
Nonetheless, the current transaction requirement apparently is intended to ensure these very attributes.9 5 Even though the current
12 C.F.R. § 523.10(g)(9)(ii) (1985).
Note that commercial paper, in order to qualify as a liquid asset, must "continue to be
rated" at the specified level. By contrast, for purposes of investment eligibility, commercial
paper need only be rated at the specified level at the time of purchase. See supra note 21 and
accompanying text.
89. See 12 C.F.R. §§ 521, 523 (1985). The definitions given to terms found in one subchapter of the Board's regulations apparently do not apply to the use of the same terms in
other subchapters of the regulations in the absence of specific references to the definitions. For
example, the definitions contained in Subchapter C of the Board's regulations governing the
operations of federal associations contain a section which provides specifically that the definitions found in part 521 shall apply unless another definition is provided in Subchapter C. Id.
§ 541.1 Part 521 is contained in Subchapter B of the Board's regulations governing Federal
Home Loan Banks and members thereof. Similarly, various sections of the definitions in Subchapter C provide that particular terms used in Subchapter C shall have the meanings given to
the terms in specified sections of Subchapter D. E.g., id. §§ 541.11, .17. Because of the specific
incorporation by reference of definitions from other subchapters, these provisions imply that
the definitions given to terms found in each subchapter apply only to that subchapter, unless
made applicable elsewhere by specific reference. The definition of commercial paper containing
the current transaction requirement is contained in Subchapter C of the Board's regulations
and thus is not directly applicable to the liquid assets provisions found in Subchapter B of the
Board's regulations.
90. Id. § 541.25.
91. Id. Such a conclusion would be consistent with the purpose of the liquidity
requirements.
92. Id. § 523.10(g).
93. 47 Fed. Reg. 50,201, 50,202-03 (1982).
94. See supra notes 33-48 and accompanying text.
95. Arguably, the current transaction requirement is designed to protect the salability of
commercial paper by ensuring that it may be sold without registration pursuant to the Securities Act of 1933 and to protect its value and hence price stability by ensuring that the proceeds
of a current transaction will be available to pay the commercial paper at maturity. See supra
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transaction requirement is unnecessary for this purpose,96 so long as
the term "commercial paper" is defined to require that an instrument
be connected with current transactions for investment authorization
purposes, the term should be interpreted in a similar manner for liquidity regulations purposes.
2. Corporate Debt Securities
The Board's definition of liquid assets also includes "corporate
debt obligations,"97 provided these obligations continue to be rated in
one of the four highest grades by one nationally recognized rating
service. Additionally, the obligations must be marketable, must mature within three years and must not be convertible into common
stock. 8 Like "commercial paper," the term "corporate debt obligations" is not defined. Thus, it is unclear whether the term should be
interpreted consistently with the definition of corporate debt securities, which appears elsewhere in the regulations.99 Because the definition of corporate debt securities provides that such instruments must
be in the form of a bond, note and/or debenture, federal associations
will have more flexibility in treating corporate obligations of various
forms as liquid assets if this definition does not apply.1 00
The term "corporate debt obligation" need not be interpreted
consistently with the term "corporate debt security." The two terms
appear in completely different subchapters of the Board's regulations.10 1 While a definition in one subchapter of the Board's regulanotes 40-49 and accompanying text.

96. Id.
97. 12 C.F.R. § 523.10(g) (1985).
98. Such corporate debt obligations (a) continue to be rated in one of the four highest
grades by the most recently published rating of such obligations by two nationally recognized investment rating services, (b) are marketable as defined by § 541.26 of this part,

(c) will mature in three years or less, and (d) are not convertible to common stock.
Id. § 523.10(g)(9).
99. Id. § 541.26. This provision, like the definition of corporate debt security, requires
corporate debt obligations be marketable to qualify as liquid assets. Therefore, the question of

whether the definition of corporate debt security applies to corporate debt obligations is not
highly significant. The definition of corporate debt security is found at 12 C.F.R. § 541.26
(1985), which is contained in Subchapter C of the Board's regulations. The definition of liquid

assets, found at 12 C.F.R. § 523.10(g) (1985), is contained in Subchapter B of the Board's
regulations.
100. 12 C.F.R. § 541.26 (1985). Corporate debt security is also defined to exclude investments which are "predominantly speculative in nature." Id. The rating requirement incorporated into the definition of liquid assets will, as a practical matter, prevent federal associations
from treating speculative investments as liquid assets. Such is the case regardless of whether
the definition of corporate debt security is viewed as applying to the term "corporate debt

obligation."
101. See supra note 89.
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tions may be authoritative when interpreting a term found in another
subchapter, whether it should be treated as such depends on the circumstances. In this case, there is little reason why an obligation in
the form of a bond, note and/or debenture should be more liquid
than an obligation which is not in those forms. The definition of liquid asset provides that corporate debt obligations must be "marketable as defined in section 541.26. ' 1 °02 If the Board viewed the definition
of corporate debt security as applicable to the term "corporate debt
obligation," it would not have added this proviso because corporate
debt securities are defined in section 541.26 as marketable obligations. While not unequivocal, it appears the definition of corporate
debt security does not apply to the term "corporate debt obligation"
as used in the definition of liquid assets. Therefore, an obligation
which is not in the form of a bond, note and/or debenture may qualify as a liquid asset if it meets other applicable requirements.
F. Quantitative Limitations on Investment in Commercial Paper
and Corporate Debt Securities
1. Aggregate Limits
As a result of the recent amendments, the Board's regulations no
longer contain a limit on the aggregate amount of investments a federal association can make in commercial paper and corporate debt
securities which meet the rating and other requirements contained in
section 545.75.103 An aggregate limit is imposed, however, on invest102. 12 C.F.R. § 523.10(g)(9)(i)(b) (1985).
103. Prior to the Garn-St Germain Act, section 5(c)(2) of the Home Owners' Loan Act of
1933 contained an aggregate limit of 20% of assets on investments by federal associations in
commercial paper and corporate debt securities. The investment authority and the aggregate
limit read as follows:
(2) Loans or investments limited to 20 per centum of assets
The following loans or investments are permitted, but authority conferred in the following subparagraphs is limited to not in excess of 20 per centum of the assets of the
association for each subparagraph:...
(B) Consumer loans and certain securities
An association may make secured or unsecured loans for personal, family, or household purposes, and may invest in, sell, or hold commercial paper and corporate debt
securities, as defined and approved by the Board.
12 U.S.C. § 1464(c)(2) (Supp. IV 1980), amended by 12 U.S.C. § 1464(c)(2) (1982).
The Garn-St Germain Act. amended § 5(c)(2) to raise the aggregate limit stated in
§ 5(c)(2)(B) to 30% of assets, but also changed the wording of § 5(c)(2) so that the amended
investment authority and the aggregate limit read as follows:
(2) Loans or investments limited to 20 per centum of assets.
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ments by a federal association in commercial paper and corporate
debt securities of all issuers which do not satisfy the rating and other
requirements.10 4 Section 545.75(d) limits all such investments by a
federal association to within one percent of the federal association's
assets.0 5 A federal association may, of course, acquire additional
amounts of commercial paper or corporate debt securities not meeting the section 545.75 requirements by treating such acquisitions as
commercial loans to the issuer. 108 A federal association's commercial
The following loans or investments are permitted, but authority conferred in the
following subparagraphs is limited to not in excess of the following percentages of the
assets of the association for each subparagraph:...
(B) Consumer loans and certain securities.
An association may make secured or unsecured loans for personal, family or
household purposes, including loans reasonably incident to the provisions of such
credit, and may invest in, sell, or hold commercial paper and corporate debt securities, as defined and approved by the Board, except that loans of an association under
this subparagraph may not exceed 30 per centum of the assets of the association.
12 U.S.C. § 1464(c)(2) (1982) (amending 12 U.S.C. § 1464(c)(2) (Supp. IV 1980)).
Note that the pre-Garn-St Germain aggregate limit of 20% of assets applied to "authority
conferred," and, therefore, to both "loans and investments," while the post-Garn-St Geimain
aggregate limit of 30% of assets (the references to 20 per centum in the caption is based on the
official codifier's questionable interpretation of the Gain-St Germain Act's language and conflicts with the amended test) only applies to "loans." Although § 5(c)(5)(B) defines loans as
including "obligations and extensions or advances of credit," the Board appears to have concluded that the term "loans" in § 5(c)(2)(B) does not include commercial paper and corporate
debt securities. The Board stated in the release accompanying the publication of the new regulation in proposed form:
Current regulations permit investment in commercial paper and corporate debt securities provided that such investments together with consumer loans do not exceed 20 percent of an association's assets. The proposal would remove this limit, which has been
deleted from the Home Owners' Loan Act.
48 Fed. Reg. 2340, 2346 (1983).
The final version of the new regulations, as proposed, did not include an aggregate limit on
investments in commercial paper and corporate debt securities. "Section 329 of the [Garn-St
Germain Act] extended the authority of federal associations to invest in commercial paper and
corporate debt securities by eliminating the percentage of assets limitations." 48 Fed. Reg.
23,032, 23,046 (1983).
104. 12 C.F.R. § 545.75(d) (1985) provides as follows:
(d) Notwithstanding any rating and marketability limitations contained in paragraphs
(b) (1) and (2) of this section, an association may invest up to one percent of its assets in
commercial paper and corporate debt securities if in the exercise of its prudent business
judgment it determines that there is adequate evidence that the obligor will be able to
perform all that it undertakes to perform in connection with such securities, including all
debt service requirements.
105. Id.
106. Id. § 545.31. Such treatment is permitted by § 545.31, which authorizes federal associations to designate under which section a loan or investment has been made, if such loan or
investment is authorized by more than one section of the Act or of Part 545 of the Board's
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loans, including investments in commercial paper and corporate debt
securities treated as commercial loans, may not exceed ten percent of
107
a federal association's assets.
2. Per-Borrower Limits
Section 545.75 provides that investments in the commercial paper
and corporate debt securities of one issuer shall be included in computing compliance with the regulations on loans to one borrower.' 08
These regulations limit a federal association's investments in commercial paper, corporate debt securities and certain other obligations
of one issuer to fifteen percent of the federal association's unimpaired
capital and unimpaired surplus. 0 9 The federal association's commercial loans to the issuer are included in this fifteen percent limitation.110 By defining loans to include commercial paper and corporate
debt securities acquired by a federal association, section 563.9-3 of
the new regulations also subjects these securities to inclusion in calculations of the aggregate per-borrower loan limit contained in that
section. Under this limitation, the aggregate of all commercial and
other loans by a federal association to one borrower may not exceed
the federal association's net worth or ten percent of the federal association's withdrawable accounts, whichever is less."'
regulations. This section provides:
If a loan or other investment is authorized under more than one section of the Home
Owners' Loan Act of 1933, 12 U.S.C. 1464, as amended, or this Part [545], an association
may designate under which section the loan or investment has been made. Such a loan or
investment may be apportioned among appropriate categories, and may be moved, in
whole or part, from one category to another.
Id.
107. Home Owners' Loan Act of 1933 § 5(c)(1)(R), 12 U.S.C.A. § 1464(c)(1)(R) (West.
Supp. 1984); 12 C.F.R. § 545.46(a) (1985).
108. 12 C.F.R. § 545.75(3) (19135).
109. Id. § 563.9-3(b)(2).
110. Id. § 563.9-3(a)(2).
111. Id. § 563.9-3(b)(1). The Board recently amended its regulations with the apparent
intent of making investments in commercial paper and corporate debt securities no longer subject to the limit on aggregate loans to one borrower, but instead only subject to the limit on
commercial loans to one borrower. 49 Fed. Reg. 43,040, 43,042 (1984). The Board amended
§ 545.75, which formerly provided that such investments shall not exceed the limitations contained in § 563.9-3. 12 C.F.R. § 545.75 (1983). This section now provides that such investments
shall not exceed the limitations contained in § 563.9-3(b)(2). 49 Fed. Reg. 43,040, 43,042 (1984).
The implication of this section as amended is that such investments are not subject to the
limits of § 563.9-3 other than those contained in § 563.9-3(b)(2). In other words, they are not
subject to the aggregate per-borrower loan limitation.
The Board, however, did not amend § 563.9-3 itself, which continues to define the term
"outstanding loans" to include "investments in commercial paper and corporate debt obligations." 12 C.F.R. § 563.9-3(a)(2)(iv) (1985). Because the aggregate per-borrower loan limitation
is applied to outstanding loans, this definition indicates the aggregate per-borrower loan limita-
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The Board's Regulations create an exception to these rules. An
insured institution may invest either one percent of its assets or one
million dollars, whichever is more, in the highly rated obligations of
one issuer.1 1 2 This exception, however, only extends to commercial
paper rated in the highest grade by at least two nationally recognized
investment rating services and to corporate debt securities rated in
one of the two highest grades by one such rating service.11 3
Therefore, apparently an insured institution is authorized to invest up to one percent of its assets in the highly-rated commercial
paper and corporate debt securities of one issuer. Additionally, the
institute can invest in the commercial paper and corporate debt securities of one issuer in an amount equal to fifteen percent of its
unimpaired capital and unimpaired surplus, together with the
amount of commercial loans to such issuer. 4 This interpretation is
consistent with the policy concerns underlying the creation of an additional quantitative limit for highly rated commercial paper and corporate debt securities. In the supplementary information accompanying the publication of the new regulations, the Board stated that an
additional quantitative limit for highly rated obligations is appropriate because of the reduced risk involved in such obligations. 5 A
lower limit would frustrate the purposes of the regulation.1 1 6 Permitting insured institutions to invest in highly rated obligations is consistent with the policy goal of encouraging investment in low-risk,
high quality obligations.
tion continues to apply to investments in commercial paper and corporate debt obligations,
despite the Board's expressions of their intent that the limit not so apply. Id. § 563.9-3(b)(1).
See 49 Fed. Reg. 43,040, 43,042 (1984).
112. Section 563.9-3(b)(3) of the new regulations provides: "Notwithstanding the limitations in paragraph... (b) . . .(2), an insured institution may invest up to one percent of
assets or one million dollars, whichever is more," in highly rated obligations of one issuer. 12
C.F.R. § 563.9-3(b)(3) (1985).
113. The Board recently proposed to amend its regulations to expand the exception to the
lending limits for highly rated securities. The amendment, if adopted in its proposed form,
would permit an insured institution to invest up to one-half of one percent of its assets in
obligations, of one issuer evidenced by: "(i) commercial paper rated in the second highest category by two nationally recognized investment rating services or (ii) corporate debt securities
rated in the third highest category by a nationally recognized investment rating service." The
amendment, if adopted in its proposed form, would limit investments pursuant to the exceptions based on ratings to a total of one percent of assets. 50 Fed. Reg. 25,715, 25,719 (1985).
It would appear that here, as in the case of the investment authorizations, the requirement
that commercial paper be rated by two rating services is unduly restrictive. See 12 C.F.R. §
563.9-3(b)(3)(i) (1985); supra notes 58-66 and accompanying text.
114. 12 C.F.R. § 563.9-3(b)(2) (1985).
115. 48 Fed. Reg. 23,032, 23,051 (1983).
116. Id.
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V. COMMERCIAL LOANS

A. Authorization
The new regulations authorize federal associations to make loans
for commercial, corporate, business or agricultural purposes.11 7 The
total of such loans to all borrowers shall not, after January 1, 1984,
exceed ten percent of the association's assets."' Loans secured by
real estate do not need to be treated as commercial loans for purposes of the aggregate limits on commercial loans." 9
Investments pursuant to the authority to make commercial loans
need not follow a conventional lending pattern. It is not necessary,
for example, that the federal association negotiate directly with a
borrower in order for an extension of credit to qualify as a commercial loan. Accordingly, the commercial lending authority permits federal associations to engage in many activities which were impermissible prior to the Garn-St Germain Act. 12 0
A federal association may use its limited commercial loan authority to accommodate investments which are not authorized under any
other provision of either the Home Owners' Loan Act of 1933 or the
Board's regulations. Additionally, the federal association may elect to
use the authority to accommodate investments which are authorized
elsewhere. Such flexibility of categorization is provided by Board regulations allowing federal associations to designate which of a variety
of applicable sections a loan was made under and to categorize the
12 1
loan as desired.
Pursuant to this provision, the commercial lending authority may
be used as the source for, among other things, the purchases of unrated debt securities. 2 2 Such purchases are expressly authorized,2 s
117. 12 C.F.R. § 545.46(a) (1985) (pursuant to 12 U.S.C. § 1464(c)(1)(R) (1982)).
118. Id.
119. Id. § 545.31; § 545.46(b)(ii).
120. For instance, as the Board stated in the supplementary information accompanying
publication of the new regulations, the commercial lending authority permits federal associations to issue bankers' acceptances, to make loans for the purpose of investing in stock and to
make loans to governments and non-profit organizations. See 48 Fed. Reg. 23,032, 23,045 (1983)
(activities which were not authorized prior to the Garn-St Germain Act).
121. 12 C.F.R. § 545.31(a) (1985).
If a loan or other investment is authorized under more than one section of the Home
Owners' Loan Act of 1933, 12 U.S.C. 1464, as amended, or this part, an association may
designate under which section the loan or investment has been made. Such a loan or
investment may be apportioned among appropriate categories, and may be moved, in
whole or part, from one category to another.

Id.
122.

See 48 Fed. Reg. 23,032, 23,045 (1983).
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but only to the extent of one percent of a federal association's assets. 124 A federal association may make additional acquisitions of unrated debt securities by categorizing acquisitions as commercial loans
to the issuer. 12 5
B. Limitations on Loans to One Borrower
The Board's regulations have long contained certain per-borrower
loan limits applicable to all Federal Savings and Loan Insurance Corporation [FSLIC] insured institutions. 1 26 The amendments to those
regulations in the new regulations have, however, substantially modified the per-borrower limits. 27 The new regulations delete the perborrower and per-issuer limitations found in various provisions of the
old regulations' 2 and, instead, place all limitations on extensions of
credit to one borrower in Part 563 of the FSLIC insurance regulation,
which is applicable to all FSLIC-insured institutions. Part 563 contains an aggregate per-borrower loan limitation, a per-borrower commercial loan limitation and exceptions to these limitations as well
as
29
limitations.1
the
of
application
the
governing
rules
attribution
1. Aggregate Per-Borrower Limitations
The new regulations, like the old regulations, contain a limitation
on insured association's loans to one borrower based on net worth
and withdrawable accounts. 13 0 The new regulations' aggregate per123. 12 C.F.R. § 545.75(d) (1985).
124. Id.
125. 48 Fed. Reg.- 23,032, 23,045 (1983).
126. See 12 C.F.R. § 563.9-3 (1979) (superseded); 48 Fed. Reg. 23,032, 23,051 (1983)..
127. The new regulations modified § 563.9-3, the loans-to-one-borrower regulation, by
among other things: (i) adding a limitation on commercial loans to one borrower to the existing
(and much broader) limitation on aggregate loans to one borrower; (ii) adding a definition of
"outstanding loans" and "outstanding commercial loans;" (iii) adding a definition of
"unimpaired capital and unimpaired surplus;" and, (iv) executing an exception to the otherwise
applicable per-borrower limit for certain highly-rated securities. See 48 Fed. Reg. 23,032,
23,050-52, 23,077-78 (1983).
128. Prior to amendment by 48 Fed. Reg. 23,032 (1983), the regulations governing investments by federal associations contained separate per-borrower limits applicable to consumer
loans and to investments in commercial paper and corporate debt securities. See 12 C.F.R.
88 545.7-10(c), .9-4 (1983) (superseded). These separate limits were deleted in the new regulations. See 12 C.F.R. §§ 545.50, .75 (1985).
129. 12 C.F.R. § 563 (1985).
130. No insured institution shall make any loan to one borrower if the sum of (i) the
amount of such loan and (ii) the total balances of all outstanding loans owed to such
institution and its service corporation affiliates by such borrower exceeds an amount
equal to 10 percent of such institution's withdrawable accounts or an amount equal to
such institution'snet worth, whichever amount is less: Provided that, notwithstanding
any other limitation of this sentence, any such loan may be made if the sum of items (i)
and (ii) above does not exceed $500,000 and, beginning on January 1, 1984, and annually
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borrower limitation prohibits any loan causing the association's outstanding loans to the borrower to exceed both $500,000 and the lesser
of either the institution's net worth or ten percent of its withdrawable accounts. While this limit is substantially identical'3 ' to the aggregate per-borrower limit provided in the old regulations, the limit
is applied more broadly. Under both the old and new regulations, the
limit applies to outstanding loans. While under the old regulations
the term "outstanding loans" was not defined, 13 2 members of the
Board's staff stated that the term did not include investments in
commercial paper or corporate debt securities.' In contrast, under
the new regulations, the term is defined to include a variety of obligations, including commercial paper, corporate debt securities, and potential liabilities of account parties to reimburse an insured institution for amounts advanced by the insured institution pursuant to
guarantees and suretyship, obligations. 34
thereafter, such amount adjusted by the dollar amount that reflects the percentage increase, if any, in the Consumer :Price Index during the previous 12 months as shown in
the November-to-November index.
12 C.F.R. § 563.9-3(b)(1) (1983) (emphasis added).
Note that the per-borrower aggregate loan limit, as well as the per-borrower commercial
loan limit, prohibit making loans, rather than maintaining outstanding loans, in a certain
amount. Thus institutions which had loans and investments outstanding in excess of the aggregate and commercial loan per-borrower limits when the new regulations become effective did
not have to divest themselves of any of such loans or investments. They could not, however,
make additional extensions of credit to the borrowers in question. Similarly, a federal association whose lending limits decreased due to a decline in net worth would not have to divest itself
of any loans or investments. 12 C.F.R. § 563.9-3 (1985).
131. One exception is the $500,000 minimum figure, which replaced the minimum limit of
$200,000 under the old regulations. 12 C.F.R. § 563.9-3 (1985).
132. See 12 C.F.R. § 563.9-3 (1983).
133. Compare 12 C.F.R. § 563.9-3(a) (1983) (no reference to commercial paper or corporate debt) with 12 C.F.R. § 563.9-3(a) (1985) (commercial and corporate debt included in definition of "outstanding loans").
134. OutstandingLoans. The term "outstanding loans" means the total amounts of
funds advanced under a loan agreement or commitment plus any additional advances
and interest due and unpaid, less repayments. The term also includes: (i) credit extended
in the form of finance leases satisfying the criteria set forth in § 545.10(a)(1) of this
chapter; (ii) potential liabilities under standby letters of credit, lines of credit and guarantee or suretyship obligations, except to the extent the institution has recourse to cash
or a segregated deposit account of its customer to indemnify it against such liabilities;
(iii) undisbursed loan proceeds, unless the loan is subject to an overline purchase commitment of another financial institution; and (iv) investments in commercial paper and
corporate debt obligations. The term does not include a loan or participation interest
sold without recourse, a loan secured by a first lien on real estate subject to an annual
contributions contract under former section 23 of the United States Housing Act of 1937,
as amended, a loan on the security of the institution's deposit accounts, or an investment
described in § 563.9-6 of this chapter.
12 C.F.R. § 563.9-3(a)(2) (1985) (emphasis added).
One of the consequences of the treatment of investment in commercial paper and corpo-
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The loan limit is expressly made inapplicable to certain investments, 135 including accounts of and loans of unsecured day(s) funds
to another insured institution. Accordingly, the accounts of an insured institution and the loans of unsecured day(s) funds thereto
need not be included in the calculation of the lending limits of the
new regulations. These accounts and loans need only be included in
calculating the limits under 12 C.F.R. § 563.9-6.136
2. Per-Borrower Commercial Loan Limitation
Certain loans by a federal association are subject to the commercial loan per-borrower limit, in addition to the aggregate per-borrower loan limit considered above under section 563.9-3 of the new
regulations. The general rule applicable to commercial loans is set
forth in section 563.9-3(b)(2) of the new regulations. Under this rule,
an insured institution may not make commercial loans to one borrower in an amount which exceeds the amount which a national bank
13 7
with an identical capital and surplus could loan to one borrower.
This rule is subject to the same exceptions applicable to national

banks.138
The commercial loan per-borrower limit, subject to the applicable
rate debt as loans under § 563.9-3 of the new regulations is that insured institutions will be
required by § 563.9-3(c) to maintain records documenting compliance with the per-borrower
loan limits as applied to such investments in commercial paper and corporate debt securities.
Section 563.9-3(c) of the new regulations provides that if an insured institution makes a loan to
one borrower which, when added to other outstanding loans owed to such institution by such
borrower, exceeds the greater of $250,000 or 2% of the institution's net worth, but in any case
where such sum exceeds $1,000,000, "the records of such institution ... with respect to such
loan shall include documentation showing that it was made within the [per-borrower loan] limitations of paragraph (b) of this section." Id. § 563.9-3(c).
135. See id. § 563.9-6.
136. See infra notes 221-46 and accompanying text.
137. 12 C.F.R. § 563.9-3(b)(2) (1985).
138. The Board indicates in the supplementary information that it will generally treat the
Comptroller of the Currency's interpretation of national bank lending limits as authoritative,
stating, "[I]nstitutions engaging in commercial lending would be well advised to examine the
Comptroller's new regulations ... for a thorough explanation of the applicable lending limits
and their exceptions." 48 Fed. Reg. 23,032, 23,054 (1983).
Section 563.9-3 (as amended by the new regulations), after stating commercial loans by
insured institutions are subject to the limit on loans which a national bank can make to one
borrower, provides:
The general rule stated in section 5200 of the Revised Statutes (12 U.S.C. 84) is that
total loans and extensions of credit by a national bank to one borrower are limited to
fifteen percent of the bank's unimpaired capital and unimpaired surplus, plus an additional ten percent for loans fully secured by readily marketable collateral. Several exceptions to these limits are set forth in Section 5200;....
12 C.F.R. § 563.9-3(b)(2) (1985). Thus the Board has incorporated into its regulations the exceptions to national bank lending limits.
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exceptions, applies to "outstanding commercial loans."' 39 Outstanding commercial loans include those loans made for "commercial, corporate business or agricultural purposes."" These outstanding commercial loans are subject to the per-borrower limit of fifteen percent
of unimpaired capital and unimpaired surplus.' 41 They include outstanding loans, such as investments in commercial paper and corporate debt securities, which are made for commercial, corporate, business or agricultural purposes. Outstanding commercial loans do not
include loans secured by real property.
Generally, a national bank's total loans and extensions of credit to
one borrower are limited to fifteen percent of the bank's unimpaired
capital and unimpaired surplus. An additional ten percent of the
unimpaired capital and unimpaired surplus is allowed for loans fully
secured by readily marketable collateral. 142 For purposes of the per139.
140.

12 C.F.R. § 563.9-3(a)(3) (1985).
Id. The definition of the term "outstanding commercial loans" follows:

(i) outstanding loans for commercial, corporate, business, or agricultural purposes,
except to the extent secured by real property; and
(ii) loans described in paragraph (i) may by an institution's subsidiary, attributed
pro rata on the basis of the percentage of the subsidiary's stock owned by the
institution.
Id.
141. Id. § 563.9-3(b)(2). A discussion of the general per-borrower limit of 15% of capital
and surplus applicable to national banks and, by virtue of § 365.9-3(b)(2), to federal associations, as well as of the exceptions to the rule as it applies to national banks, follows. Id.
In addition to incorporating the general per-borrower limit of 15% of capital and surplus,
part 563 as amended also incorporates certain other limits based on capital and surplus. After
stating the general rule limiting loans to one borrower to 15% of unimpaired capital and
unimpaired surplus, § 563.9-3(b)(2) of the new regulations provides for the incorporation of and
application to insured institutions of additional limits based on capital and surplus applicable
to national banks. Section 563.9-3(b)(2) provides: "[A]dditional limitations on loans to one borrower are found in sections 11(m) and 13 of the Federal Reserve Act (12 U.S.C. 248(m), 372)."
Id.
Section 11(m) of the Federal Reserve Act provides that loans "secured by stock or bond
collateral" except obligations of the United States to one person by member banks (including
national banks) shall not exceed 10% of unimpaired capital surplus. Federal Reserve Act,
§ 11(m), 12 U.S.C. § 248(m) (1982).
Section 13 of the Federal Reserve Act contains two limitations based on capital and surplus. The first of these is found in paragraph five of § 13 and provides that a Federal Reserve
bank shall not rediscount for any national bank obligations of any person or entity in excess of
the amount for which such person or entity may become liable to such national bank under
section 5200 of the Revised Statutes, 12 U.S.C. § 84 (1982). Thus, paragraph five reinforces the
per-borrower limit of 15% of the unimpaired capital and unimpaired surplus (10% prior to
April 14, 1983). Id. § 13. The remaining limitation based on capital and surplus found in § 13
prohibits national banks from accepting drafts drawn upon it by any one person or entity in an
amount exceeding 10% of its "paid-up and unimpaired capital and surplus" unless the drafts
are secured by attached documents.
142. See 12 C.F.R. § 563.9-3(b)(2) (1985); supra note 138 (statute set out in pertinent
part).
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borrower loan limits, the term "unimpaired capital and unimpaired
plus specific reserves for
surplus" is defined as "regulatory net worth
143
capital.'
equity
appraised
loan losses, less
This general rule, however, is subject to certain exceptions. Section 563.9-3(b)(2) of the new regulations makes reference to these exceptions, 4 the majority of which are set forth in section 5200 of the
Revised Statutes. 4 5 Among these exceptions is one for loans which
are fully secured by readily marketable collateral.' 4" To be eligible for
this exception, however, loans must be fully secured by readily marketable collateral having a market value at least equal to the amount
of funds outstanding. 47 This market value must be determined by
reliable and continuously available price quotations. 48 Such fully se143. 12 C.F.R. § 563.9-3(a)(4) (1985).
144. Id. § 563.9-3(b)(2).
145. Section 5200 of the Revised Statutes, 12 U.S.C. § 84 (1982). See supra note 138.
146. The exception for loans secured by readily marketable collateral was added to
§ 5200 by § 401 of the Gan-St Germain Act which amended the Revised Statutes, 12 U.S.C.
§ 84 (1982). Gain-St Germain Depository Institutions Act of 1982, Pub. L. No. 97-320, § 401,
96 Stat. 1469, 1508-10 (1982).
147. Section 5200(a)(2) of the Revised Statutes, 12 U.S.C. § 84(a)(2) (1982).
148. Id. The Comptroller of the Currency's regulations interpreting the fully-secured loan
exception to the per-borrower lending limit for national banks would appear to be relevant in
interpreting the secured loan exception for FSLIC insured institutions under new § 563.9-3.
Under the Comptroller's regulations, a loan or extension of credit will only be eligible for the
fully-secured loan exception if it is "secured by readily marketable collateral having a current
market value of at least 100 percent of the amount of the loan or extension of credit at all
times." 12 C.F.R. § 32.4(b) (1985).
The term "readily marketable collateral" is defined in the following manner:
For purposes of this Part, "readily marketable collateral" means financial instruments
and bullion which are salable under ordinary circumstances with reasonable promptness
at a fair market value determined by quotations based on actual transactions on an auction or a similarly available daily bid and ask price market. "Financial instruments"
include stocks, notes, bonds, and debentures traded on a national securities exchange,
"OTC margin stocks" as defined in Regulation U of the Federal Reserve Board, commercial paper, negotiable certificates of deposit, bankers' acceptances and shares in money
market and mutual funds in which banks may perfect a security interest.
Id. § 32.4(c).
The principal remaining statutory exceptions to the per-borrower commercial loan limit for
national banks and, by virtue of § 563.9-3(b)(2) of the new regulations, for FSLIC-insured institutions are the following.
(1) Loans or extensions of credit arising from the discount of commercial or business
paper evidencing an obligation of the person negotiating it with recourse shall not be
subject to any limitation based on capital and surplus.
(2) The purchase of bankers' acceptances of the kind described in section 372 of this
title [eligible bankers' acceptances] and issued by other banks shall not be subject to any
limitation based on capital and surplus.
(3) Loans and extensions of credit secured by bills of lading, warehouse receipts, or
similar documents transferring or securing title to readily marketable staples shall be
subject to a limitation of 35 per centum of capital and surplus in addition to the general
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cured loans may exceed the general fifteen percent limit by an additional ten percent of unimpaired capital and unimpaired surplus.
With respect to the treatment of guarantees and endorsements for
purposes of the per-borrower commercial loan limit, 149 it currently
appears that the Board will not follow in certain respects the Comptroller of the Currency's regulations interpreting the national bank
lending limits, though it ha&chosen to follow the Comptroller's regulations elsewhere. 150 Under the Comptroller's regulations, where a
guarantor or endorser of a loan or an obligation does not receive either the proceeds or the benefits of the proceeds from the making of
such loan by, or the sale of such obligation to a national bank, the
obligation of the guarantor or endorser is not subject to the lending
limits applicable to the national bank with respect to such endorser
or guarantor.' 5' Conversely, the obligation of an endorser or guaranlimitations if the market value of the staples securing each additional loan or extension
of credit at all times equals or exceeds 115 per centum of the outstanding amount of
such loan or extention of credit. The staples shall be fully covered by insurance whenever
it is customary to insure such staples.
(4) Loans or extensions of credit secured by bonds, notes, certificates or indebtedness, or Treasury bills of the United States or by other such obligations fully guaranteed
as to principal and interest by the United States shall not be subject to any limitation
based on capital and surplus ...
(8)(A) Loans and extensions of credit arising from the discount of negotiable or nonnegotiable installment consumer paper which carries a full recourse endorsement or unconditional guarantee by the person transferring the paper shall be subject under this
section to a maximum limitation equal to 25 per centum of such capital and surplus,
notwithstanding the collateral requirements set forth in subsection (a)(2) of this section.
(B) If the bank's files or the knowledge of its officers of the financial condition of
each maker of such consumer paper is reasonably adequate, and an officer of the bank
designated for that purpose by the board of directors of the bank certifies in writing that
the bank is relying primarily upon the responsibility of each maker for payment of such
loans or extensions of credit and upon any full or partial recourse endorsement or guarantee by the transferor, the limitations of this section as to the loans or extensions of
credit of each such maker shall be the sole applicable loan limitations.
12 U.S.C. § 84(c) (1982).
149. 12 C.F.R. § 563.9-3(a), (b)(2) (1985).
150. See supra note 138 and accompanying text for a discussion of the relevance of the
Comptroller's regulations.
151. The Comptroller's regulations, effective June 14, 1983, provide: "The liability of a[n]
• . . endorser, or guarantor who does not receive any of the proceeds, or the benefit of the
proceeds, of the loan or extension of credit is not a loan or extension of credit to such person
for purposes of this part." 12 C.F.R. § 32.101 (1985).
New § 32.101 replaced the following provision: "The liability of an endorser, drawer, or
guarantor who does not receive any of the proceeds of the loan or discount from the bank is
ordinarily not considered an obligation of such endorser . . . or guarantor for the purposes of
[the lending limits contained in] 12 U.S.C. § 84." 12 C.F.R. § 7.1125(c) (1983).
The purpose of the addition of the language which permits treatment of the obligation of a
guarantor who receives "the benefit of the proceeds" as a "loan or extension of credit" is to
codify interpretations issued by the Comptroller of the Currency. For instance, in Interpretive
Letter No. 114, July 18, 1979, the staff of the Comptroller of the Currency stated that the
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tor who guarantees a loan or sells obligations subject to its endorsement or guarantee and does benefit from the loan or sale is included
15 2
in calculations of the limit on commercial loans to one borrower.
Notwithstanding the Comptroller of the Currency's approach to
guarantee obligations, the Board has recently indicated it intends to
treat guarantees of loans or extensions of credit as loans subject to
the limits on loans to one borrower unless the lending institution has
determined that the primary obligor has qualified for the loan irrespective of the guarantee.15 The Board has therefore proposed to
codify this interpretation by amending the definition of "one borrower" to provide in relevant part:
The term "one borrower" means
(a) Any person or entity that is, or upon the making of a
loan will become, obligor on a loan: Provided, that a guarantor
shall not be included within the meaning of "obligor" if, in
connection with a loan or other extension of credit, the insured institution has determined, in good faith, that the primary obligor has qualified for the loan or extension of credit
irrespective of the existence of the guarantor.TM
obligation of a guarantor who guaranteed loans the proceeds of which were used to purchase
goods from such guarantor is a loan or extension of credit to the guarantor subject to 12 U.S.C.
§ 84 because the guarantor received the benefit of the loans. Comptroller Staff Interpretive
Letter No. 114, [1978-79 Transfer Binder] FED. BANKING L. REP. (CCH) %85,189 (July 18,
1979).
152. 12 C.F.R. 32.101 (1985).
153. 50 Fed. Reg. 25,715, 25,718-19 (June 21, 1985) (proposed amendment of 12 C.F.R.
§ 563.9-3(a)(1)(i) (1985)).
154. Id. The release accompanying the publication of the proposed amendments of the
definition of one borrower states:
The proposed language about guarantors of loans would codify the [Federal Home Loan
Bank Board] staff interpretation of how guarantors are to be treated under the loans-toone-borrower regulation, by providing that if an insured institution has determined, in
good faith, that the primary obligor has qualified for a loan, then any guarantor will not
be considered an "obligor" for that loan. Past opinions of the Office of General Counsel
have held that a guarantee of debt by a party does not automatically cause the amount
so guaranteed to be aggregated with other debt owed by the guarantor upon which the
lending institution relied in deciding to grant the loan. In making this determination, the
lender's underwriting must demonstrate that the particular loan would have been
granted regardless of the existence of the guarantor, and such underwriting itself must,
of course, be consistent with prudent underwriting standards and practices that are accepted in the savings and loan industry.
Id. at 25,715.
The Board's proposed amendment of the definition of "one borrower" is arguably inconsistent with its proposed amendment of the definition of "outstanding loans," contained in the
same release. Id. at 25,719. The Board has proposed to amend the definition of outstanding
loans which are subject to per-borrower limitations to provide that the term includes "obligations of... endorsers arising from the discounting of commercial paper." Id. To the extent
that an endorsement of paper is a guarantee, it might be said that this provision conflicts with
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While the Board has proposed not to adopt the Comptroller's
general rule concerning guarantees and endorsements,15 5 it may
adopt some or all of the exceptions to the Comptroller's rule to the
extent that they would provide relief from the Board's rule concerning guarantors. Such adoption would be consistent with the Board's
general practice of following the Comptroller when interpreting the
per-borrower commercial loan limit.'5 6 An example of the exceptions
to national bank lending limits and to the Comptroller's general rule
concerning guarantors is the exception for recourse or guarantee to
obligations of a seller of installment consumer paper. 157 This exception has been implicitly incorporated into the Board's new
regulations. 158
3. Exception for Highly Rated Commercial Paper and Corporate
Debt Securities
The new regulations create an exception to both the commercial
loan per-borrower limit and the aggregate per-borrower loan limit
based on net worth and withdrawable accounts. 59 Under this exception, a federal association may acquire certain highly rated commercial paper and corporate debt securities of one issuer in an amount
equal to one percent of the federal association's assets, but in any
the proposed treatment of guarantors in the definition of one borrower. To the extent, however,
of any conflict, it would appear that the more specific language of the provision distinguishing
between different types of guarantees should apply.
155. See supra notes 150-51.
156. See supra note 138.
157. The National Bank Act as amended provides:
(8)(A) Loans and extensions of credit arising from the discount of negotiable or nonnegotiable installment consumer paper which carries a full recourse endorsement or unconditional guarantee by the person transferring the paper shall be subject under this
section to a maximum limitation equal to 25 per centum of such capital and surplus,
notwithstanding the collateral requirements set forth in subsection (a)(2).
(B) If the bank's files or the knowledge of its officers of the financial condition of
each maker of such consumer paper is reasonably adequate, and an officer of the bank
designated for that purpose by the board of directors of the bank certifies in writing that
the bank is relying primarily upon the responsibility of each maker for payment of such
loans or extensions of credit and not upon any full or partial recourse endorsement or
guarantee by the transferor, the limitations of this section as to the loans or extensions
of credit of each such maker shall be the sole applicable loan limitations.
12 U.S.C. § 84(c) (1982) (emphasis added).
158. In a recent memorandum, the Board quoted various national bank lending limit
rules and indicated that the quoted rules apply to insured institutions. Among the rules quoted
was the rule described above, supra note 157, providing an exception to lending limits for the
recourse or guarantee obligation of the seller of installment consumer paper. Federal Home
Loan Bank Board Office of Examinations & Supervision Memorandum #T-73 (Oct. 22, 1984).
159. 12 C.F.R. § 563.9-3(b)(3) (1985).
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case up to one million dollars.16 0 To qualify for this exception, commercial paper must be rated according to certain guidelines.1 61 Corif they too meet
porate debt securities will qualify for the exception
62
Board.2
the
by
forth
set
requirements
the specific
4. Attribution Rules
The Board has retained the rules applicable under the old regulations requiring attribution of some loans to person or entities other
than the nominal obligor. 163 While the Board has often incorporated
the law governing the application of lending limits to national banks,
14
it expressly declined to incorporate national bank attribution rules.
The new regulations require attribution through the definition of the
term "one borrower.' 6 5 Under the definition set forth by the Board,
loans to a corporation and its subsidiaries must be combined for purposes of applying per-borrower loan limitations. Furthermore, loans
160. Id. See supra notes 112-16 and accompanying text.
161. The paper must be rated "as of the date of purchase, as shown by the most recently
published rating by at least two nationally recognized investment rating services, in the highest
grade." 12 C.F.R. § 563.9-3(b)(3)(i) (1985). For a description of a proposed amendment which
would expand this exception to securities with lower ratings, see supra note 113.
162. The corporate debt securities must be saleable "with reasonable promptness at a
price that corresponds reasonably to their fair value, and... are rated in one of the two highest grades by at least two nationally recognized investment rating services at their respective
most recent published ratings before the date of purchase of the security." Id. § 563.93(b)(3)(ii). For a description of a proposed amendment which would expand this exception to
securities with lower ratings, see supra note 113.
163. Id. § 563.9-3(a)(1)(i)(a). See 48 Fed. Reg. 23,032, 23,050 (1983). Cf. 12 C.F.R.
§ 563.9-3(a) (1983) (amended 1983).
164. 48 Fed. Reg. 23,032, 23,050 (1983). The Board has recently proposed, however, to
adopt certain elements of the Comptroller's attribution rules, such as the "common enterprise"
test pursuant to which loans to unaffiliated borrowers are combined if the proceeds are used for
certain related purposes. See 50 Fed. Reg. 25,715, 25,719 (1985).
165. 12 C.F.R. § 563.9-3(a)(1)(i) (1985).
The term "one borrower" means:
(a) any person or entity that is, or that upon the making of a loan will become,
obligor on a loan;
(b) nominees of such obligor;
(c) all persons, trusts, syndicates, partnerships, and corporations of which such obligot is a nominee, a beneficiary, a member, a general partner, a limited partner owning an
interest of ten percent or more (based on the value of its contribution), or a record of
beneficial stockholder owning ten percent or more of the capital stock; and
(d) if such obligor is a trust, syndicate, partnership, or corporation, all trusts, syndicates, partnerships, and corporations of which any beneficiary, member, general partner,
limited partner owning an interest of ten percent or more, or record or beneficial stockholder owning ten percent or more of the capital stock, is also a beneficiary, member,
general partner, limited partner owning an interest of ten percent or more, or record or
beneficial stockholder owning ten percent or more of the capital stock of such obligor.
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to a corporation and its affiliates must be combined for purposes of
applying per-borrower loan limitations if one person or entity owns
ten percent or more of t:he capital stock of the corporation and ten
percent or more of the capital stock of the affiliate.' 6 6
The new regulations 'have, however, created an exception to the
general rule requiring the aggregation of credit extensions to affiliates. This exception applies,to purchases of commercial paper or corporate debt securities meeting certain rating criteria. Section 563.93(b)(3) of the new regulations provides that, notwithstanding perborrower aggregate and commercial loan limitations, a federal association may invest up to one percent of its assets or one million dollars,
whichever is greater, in a single issuer's obligations so long as they
1 67
meet the rating requirements.
The term "issuer" as used in this one-percent-of-assets exception
is not defined. Therefore it is arguable investments in properly rated
securities, in an amount under one percent, need not be combined
with investments in the obligations of other issuers. This could be so
even though the other issuers are affiliates, parents or subsidiaries of
the first issuer. Such an interpretation is consistent with the purpose
of the one-percent-of-assets exception to the per-borrower aggregate
loan and commercial loan limitations. The limit is designed to permit
a higher level of investment in securities of the highest quality. 68
Under section 545.75(b)(3), a contrary interpretation may be required. This section provides that "an association's total investment
in the commercial paper and corporate debt securities of any one issuer, or issued by any person or entity affiliated with such issuer, together with other commercial loans, shall not exceed the limitations
166. Id. § 563.9-3(a)(1)(D).
167. A . . . [federal association] . . . may invest up to one percent of assets or one
million dollars, whichever is more, in obligations of one issuer evidenced by:
(i) Commercial paper is rated, as of the date of purchase, as shown by the most recently
published rating by at least two nationally recognized investment rating services, in the
highest grade; or
(ii) Corporate debt securities that may be sold with reasonable promptness at a price
that corresponds reasonably to their fair value, and that are rated in one of the two
highest grades by at least two nationally recognized investment rating services at their
respective most recently published ratings before the date of purchase of the security.
Id. § 563.9-3(b)(1), (2) & (3) (emphasis added).
168. See 48 Fed. Reg. 23,032, 23,051 (1983) which provides:
[T]he Board has decided to adopt a separate one-percent-of-assets limitation for obligations in the top rating for commercial paper and the top two ratings for corporate debt
securities. This rule is appropriate because of the reduced risk involved in such obligations; a lower limit might serve to frustrate the purposes of the regulation by encouraging investment in poorer quality credits.
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contained in § 563.9-3(b)(2)."' 69 This provision seems to require an
aggregation of the amount of obligations of each issuer, its affiliates,
parents, or subsidiaries purchased by a federal association pursuant
to the one-percent-of-assets exception. This is, however, contrary to
the clear language of section 563.9-3(b)(3) which indicates such aggregation is not required.1 0 The better view appears to be that the
more specific language of section 563.9-3(b)(3) controls and that such
aggregation is not required for commercial paper and corporate debt
securities of issuers meeting the rating criteria. The ultimate resolution of this issue, however, will require interpretive guidance from
the Board.
VI.

INVESTMENTS IN CERTIFICATES OF DEPOSIT

A. Investment Authority
Section 5(c) (1) (G) of the Home Owners' Loan Act authorizes federal associations to invest in time deposits, certificates or accounts of
any bank whose deposits are insured by the Federal Deposit Insurance Corporation. The association may also invest in the savings accounts, certificates, or other accounts of any institution insured by
the Federal Savings and Loan Insurance Corporation. 1 " No maturity
limitations are imposed on such investments. 7 2 Federal associations
may also use this authority to invest in certificates of deposit issued
by the nonfederally insured foreign banking subsidiaries of domestic
banks, provided such certificates of deposit are guaranteed by a parent bank whose accounts are federally insured. 7 3
1. Certificates of Deposit as Commercial Paper and Corporate Debt
Securities
Federal associations may acquire certificates of deposit pursuant
to their commercial paper and corporate debt security investment au169. 12 C.F.R. § 545.75(b)(3) (1985). See also 12 C.F.R. § 545.9-4(b)(3) (1983) (similar
reference to entities affiliated with the issuer in predecessor regulation).
170. 12 C.F.R. § 563.9-3(b)(3) (1985).
171. Home Owners' Loan Act of 1933, § 5(c)(1)(G), 12 U.S.C. § 1464(c)(1)(G) (1982).
172. Id.
173. Letter from C. Thomas Long, Deputy General Counsel, Fed. Home Loan Bank Bd.
to Roger M. Zaitzeff (Jan. 20, 1984). See also Fed. Home Loan Bank Bd. Office of Examinations and Supervision Memorandum T34-11 (1982) in ANNOT. M
AL OF STATS. & REGS. (4th
ed. July 1982) (bankers' acceptance issued by Edge Act corporations and guaranteed by an insured bank qualifies as a bankers' acceptance issued by an insured bank and therefore also
qualifies as a liquid asset under 12 C.F.R. § 523.10(g)(5) (1985) and as an eligible investment
under 12 C.F.R. § 545.71 (1985)).
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thority 17 41 if they either satisfy the definition of commercial paper 17 5
or qualify as corporate debt securities. 17 This is the case regardless
of whether the certificates of deposit have been issued or guaranteed
by a federally insured bank. The certificates of deposit must also satisfy rating and other requirements applicable to investments in commercial paper and corporate debt securities. 177 Federal associations
may acquire certificates of deposit which satisfy the definition of
commercial paper and corporate debt securities and the applicable
requirements of 12 C.F.R. § 545.75, other than the rating and marketability requirements.17 The associations may do so pursuant to
their authority to invest in unrated commercial paper and corporate
debt securities up to an aggregate amount not in excess of one percent of their assets in addition to amounts permitted under other in1 79
vestment authorities.
The appearance of certificates of deposit satisfying the rating requirements applicable to investments in commercial paper and corporate debt securities may be imminent. One investment rating
agency recently decided to begin rating the certificates of deposit of
foreign banks. 8 0 This raises the question of whether certificates of
deposit satisfy the definitions of commercial paper and corporate
debt securities and may be acquired pursuant to the authority to invest in those securities.
The definition of commercial paper does not seem to cover certificates of deposit. The definition requires that a note, draft or bill of
exchange, in order to constitute commercial paper, be connected with
a current transaction.' 8 In order for certificates of deposit to satisfy
this requirement, the proceeds of the instrument would have to be
174. Home Owners' Loan Act of 1933, § 5(c)(2)(B), 12 U.S.C. § 1464(c)(2)(B) (1982).
175. 12 C.F.R. § 541.26 (1985).
176. Id.
177. Id. § 545.75(b). See supra notes 22-47 and accompanying text.
178. 12 C.F.R. § 545.75(b) (1985).
179. Id. § 545.75(d) provides:
Notwithstanding any rating and marketability limitations contained in paragraphs (b)(1)
and (2) of this section, an association may invest up to one percent of its assets in commercial paper and corporate debt securities if in the exercise of its prudent business
judgment it determines that there is adequate evidence that the obligor will be able to
perform all that it undertakes to perform in connection with such securities, including all
debt service requirements.
Id.
180. Standard & Poor's has recently announced it will begin rating certificates of deposit
issued by "non-U.S. banks" on request. It also announced it is "reconsidering the possibility of
rating CDs of U.S. banks and savings and loans." Taillon, Non-U.S. bank CD ratings, 3 STANDARD & POOR'S CREDITWEEK 1451 (June 20, 1983).
181. 12 C.F.R. § 541.25 (1985).
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loaned by the issuing bank to a borrower who, in turn, would use the
proceeds in a current transaction. 182 Satisfaction of the current transaction requirement would require banks issuing certificates of deposit
to keep track of the proceeds of a particular issue to ensure that the
issue will qualify as commercial paper.
On the other hand, it appears some certificates of deposit will satisfy the definition of corporate debt securities. This is true, however,
only if the certificates of deposit satisfy other requirements applicable to such investments. 8 3 The certificate of deposit must be a bond,
note and/or debenture, marketable and not predominantly speculative in nature. 8
The question arises whether a certificate of deposit qualifies as a
note. While the Board's regulations do not define the term "note," it5
is frequently defined as a promise to pay a specified sum of money.1
The law of negotiable instruments, while not controlling, provides
some guidance as to what constitutes a promise. The Uniform Commercial Code defines a promise as an undertaking to pay which is
182. Id. The Securities and Exchange Commission (the "Commission") construes the current transaction requirement, which must be satisfied to qualify for the exemption from registration provided for commercial paper under § 3(a)(3) of the Securities Act of 1933, as satisfied
when the proceeds are used by the issuer to finance current transactions or when they are
loaned by the issuer to a borrower which used the proceeds to finance current transactions. See,
e.g., Texas Am. Bancshares, Inc. (available Oct. 10, 1974) (issuer used proceeds to purchase
short-term certificates of deposit and commercial paper in the open market); CBT Corp. (available June 6, 1974) (issuer loaned the proceeds to another for the purpose of financing
inventory).
The Commission has stated that the proceeds will not be regarded as being used for current transactions unless the assets financed by the paper are "easily convertible into cash and
...comparable to liquid inventories of an industrial or mercantile company." S.E.C. Securities
Act Release No. 4412, 1 FED. SEC. L. REP. (CCH) 2045 (Sept. 20, 1961). Whether they are
easily convertible and whether the transaction is a current transaction depends on the circumstances and the business practices surrounding individual cases. S.E.C. Securities Act Release
No. 401 1 FED. SEC. L. REP. (CCH) 112041 (June 18, 1935). Thus, if an issuer intended to use the
proceeds to purchase real estate, the exemption would be denied due to the fixed nature of the
investment. S.E.C. Securities Act Release No. 4412, 1 FED. SEC. L. REP. (CCH) 1 2045 (Sept. 20,
1961). Where the proceeds, however, are to be used for "mortgage warehousing," the transaction is regarded as a current one. Mortgage warehousing is the practice of purchasing an inventory of mortgages for sale to investors. Despite the fact the mortgage, like the purchase of real
estate just mentioned, can be regarded as a fixed investment, mortgage warehousing is a current transaction because of the established market which allows the mortgage banker to convert
the assets financed by the mortgages into cash. See Hicks, Commercial Paper: An Exempted
Security Under Section 3(a)(3) of the Securities Act of 1933, 24 U.CLA L. REv. 227, 260-61
n.141 (1976).
183. 12 C.F.R. § 541.26 (1985).
184. Id. Section 541.26 defines a corporate debt security in relevant part as: "A marketable obligation, evidencing the indebtedness in any corporationin the form of a bond, note and/
or debenture which is commonly regarded as a debt security and is not speculative in nature....

" Id.

185. See, e.g.,

BLACK'S LAw DICTIONARY,

956 (5th ed. 1979);

ENCYCLOPEDIA OF BAKING

AND FINANCE 698 (7th ed. 1973).
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more than an acknowledgment of an obligation.1 86 Pre-Code cases
make clear that the word "promise" is not required for particular
language to constitute a promise to pay.8s7 A promise implied by law
alone, however, is not sufficient to constitute a promise for purposes
of negotiable instrument law.' 88 This rule would appear to be appropriate in interpreting the term "note" in the definition of corporate
debt security. If any writing on which an obligation may be founded
is deemed to contain a promise thereby constituting a note, the note
requirement becomes meaningless. Such a result appears to be inconsistent with the Board's choice of the term "note" as opposed to a
broader term such as "obligation."
Apparently then, a -certificate of deposit may constitute a note
and may be acquired by a federal association pursuant to the authority to invest in corporate debt securities if it contains a promise to
pay a specified sum of money.8 9 It is necessary, however, to consider
particular instruments to determine whether they contain a promise.
Negotiable certificates of deposit may provide that a certain sum has
been deposited and that the amount shall be payable on a specified
date. 190 Such language would satisfy the promise requirement. 19' Certificates of deposit which are not negotiable under article 3 of the
Uniform Commercial Code and which, due to the recent enactment
of tax legislation, 9 2 will probably be used with greater frequency in
186. U.C.C. § 3-102(c) (1978). But see U.C.C. §3-104(1) (1978) (The term "negotiable instruments" includes both a "note" and a "certificate of deposit."). The separate references to
notes and certificates of deposit do not appear to be intended to imply that the concept of a
note is not sufficiently broad to include a certificate of deposit. Such a construction is reasonable because this section also refers to both a "check" and a "draft," even though a check is
clearly a type of draft.
187. See, e.g., Franklin v. March, 6 N.H. 364 (1822) ("Good to Robert Cochran as order
$30, borrowed money" was held to constitute a promise). Accord Bryne v. Bryne, 209 Mass.
179, 95 N.E. 88 (1911); Merchants' Bank & Trust Co. v. People's Bank of Keyser, 99 W. Va.
544, 130 S.E.142 (1925). See also W. BRIrrON, HANDBOOK OF THE LAW OF BmLS AND NOTES, 42
(1943).
188. See, e.g., Gay v. Rooke, 151 Mass. 115, 23 N.E. 835 (1890). See also In re Linkman's
Estate, 191 Wis. 353, 210 N.W. 705 (1926) ("I owe Jean Tonkiewicz 1,000 dollars" did not
constitute a negotiable instrument).
189. The federal note may only be acquired once the rating and other applicable requirements are satisfied. See 12 U.S.C. § 1464(c)(1)(G) (1982); 12 C.F.R. § 545.75 (1985).
190. See, e.g., Fed. Home Loan Bank Bd. Office of Examinations and Supervision Memorandum #T9-9 (1975) in ANNOT. MANUAL OF STATS. & REGS. (5th ed. Dec. 1984) (illustrative
marketable certificate form for institutions insured by Federal Savings and Loan Insurance
Corporation).
191. Providing that a certain sum has been deposited and will be payable on a certain
date constitutes an "undertaking to pay" which is more than an "acknowledgement of an obligation." See U.C.C. § 3-102(c) (1978).
192. Certain provisions of the Tax Equity and Fiscal Responsibility Act of 1982, currently
codified at § 163(f) of the Internal Revenue Code of 1954, require that most obligations with
original maturities in excess of one year be issued in registered form in order for interest pay-
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the future, may or may not contain similar language.19 Language
such as "this certifies that [the accountholder] has deposited [a specified sum]" would appear to constitute only an acknowledgment of
debt and would not be a promise under section 3-102 of the Uniform
Commercial Code. 9 Therefore, a certificate of deposit containing
such language, without more, would not qualify as a note under the
law of negotiable instruments or the definition of corporate debt
securities.
The conclusion that some certificates of deposit may be considered notes, and thus corporate debt securities, is not without difficulties. The difficulties arise from the fact that certificates of deposit of
domestic United States banks are not securities under the Securities
Exchange Act of 1934195 and arguably are not "investment securities"
under section 16 of the Glass-Steagall Act. 198 The Glass-Steagall Act
is perhaps the more troublesome of the two sources of authority because the definition of investment security used in section 16 of the
Glass-Steagall Act is virtually identical to the Board's definition of
197
corporate debt security.
The fact that a certificate of deposit is not a security for Securities Exchange Act of 1934 purposes, and may not be for Glass-Steaments thereon to be deductible from income by the issuer of the obligation. I.R.C. § 163(f)
(1982).
193. Id.
194. Compare S. WHrrNEY, W. SHUCHTNG, T. RicE, J. Coopmn BANKING LAW § 253.04[5]
(1981) (form of non-negotiable time certificate of deposit containing words "payble to") with
Fed. Home Loan Bank Bd. Office of Examinations and Supervision Memorandum #T9-6c
(1980) in ANNOT. MANuAL OF STATS. & REGS. (4th ed. Apr. 1984) (illustrative forms of nonnegotiable certificates of deposit not containing words "payable to" or similar language).
195. Marine Bank v. Weaver, 455 U.S. 551, 559 (1982). Cf. Wolf v. Banco Nacional de
Mexico, 739 F.2d 1458, 1464 (9th Cir. 1984) (peso time deposits are not securities under Securities Act of 1933 and Securities Exchange Act of 1934).
196. 12 U.S.C. § 24 (1982). No published case or ruling has been found which addresses
the issue of whether a certificate of deposit is an "investment security" as that term is used in
Section 16 of the Glass-Steagall Act. It is likely, however, that the Comptroller of the Currency,
the agency charged with defining the term "investment security," would be reluctant to hold a
certificate of deposit of a domestic United States bank is an "investment security." Because
national banks are prohibited from "dealing in" or underwriting securities, such a holding
would limit the ability of national banks to market the certificates of deposit of other banks,
though it would not prevent all such marketing activities. See Comptroller Staff Interpretive
Letter No. 32, [1978-79 Transfer Binder]; FED. BANKING L. REP. (CCH) 1 85, 107 (Dec. 9, 1979)
(private placements permissible activity for national banks).
197. Section 16 of the Glass-Steagall Act defines the term "investment security" as "marketable obligations evidencing indebtedness of any person, copartnership, association, or corporation in the form of bonds, notes and/or debentures commonly known as investment securities
as they may by regulation be prescribed by the Comptroller of the Currency." 12 U.S.C. § 24
(1982).
For the Board's definition of "corporate debt security," see supra note 23. For a discussion
of the derivation of such term from the Comptroller's definition and from section 16 of the
Glass-Steagall Act, 12 U.S.C. § 24 (1982), see supra note 28.
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gall Act purposes, does not necessarily mean that it is not a corporate
debt security for purposes of the Board's regulations. The scope of
the term "securities" may vary in differing contexts. 19 The meaning
of the term "security" in various statutes and regulations should be
determined with reference to the purpose of those statutes and regulations. The Glass-Steagall Act is designed to, among other things,
prevent losses to banks caused by investing in poor quality or speculative securities.' 99 It would be consistent with this purpose to hold
that a domestic certificate of deposit is not an investment security
under the Glass-Steagall Act because it is one of the safest, least
speculative investments available. On the other hand, as the ratings
requirements suggest, the purpose of the authorization in the Board's
regulations for investments in corporate debt securities is to encourage federal associations to make high quality investments. It is
consistent with this purpose to conclude that a certificate of deposit
does qualify as a corporate debt security.
Obviously, the context in which the term "investment security" is
used in the Glass-Steagall Act differs from the context in which the
term "corporate debt security" is used in the Board's regulations. Accordingly, the Board's interpretation of the latter term should not be
influenced by interpretations of the former term. The better view is
that a certificate of deposit, if properly drafted, is a corporate debt
security for purposes of a federal association's investment authority,
regardless of whether it is an investment security in other contexts.
2. Other Authorization
Certificates of deposit not issued or guaranteed by an insured institution, and not meeting the requirements applicable to investments pursuant to the commercial paper and corporate debt security
investment authority, may be acquired by federal associations pursuant to their authority to make commercial loans.2 00 This provision,
however, is subject to limitations, such as the aggregate quantitative
cap on such loans.20 1 The Board's regulations do not expressly impose
any maturity limitations on commercial loans.
198. A.G. Becker, Inc. v. Board of Governors of the Fed. Reserve Sys., 693 F.2d 136, 146
(D.C. Cir. 1982), reversed on other grounds, Securities Indus. Assoc. v. Board of Governors of
Fed. Reserve Sys., 104 S. Ct. 2979 (1984).
199. See Investment Co. Inst. v. Camp, 401 U.S. 617, 629-34 (1971) (damage to public
confidence as a result of a bank's sale of poor quality or speculative securities).
200. 12 U.S.C. § 1464(c)(1)(R) (1982); 48 Fed. Reg. 23,032, 23,045 (1983).
201. 12 U.S.C. § 1464(c)(1)(R) (1982); 48 Fed. Reg. 23,032, 23,045 (1983).
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B. Treatment as Liquid Assets
Certificates of deposit issued by an institution with federally insured accounts may be treated by a federal association as liquid assets 202 if they are either negotiable and will mature in one year or less
or are non-negotiable and will mature in ninety days or less.2 03 The
one year maturity required for negotiable certificates of deposit issued by institutions with federally insured accounts appears to be
unnecessarily restrictive. Corporate debt securities with maturities of
three years or less qualify as liquid assets provided they satisfy certain rating requirements.2 ' Certificates of deposit which satisfy the
definition of corporate debt securities may be treated as liquid assets
if they will mature in three years or less, providing the ratings requirements applicable to investments are also satisfied. 0 5 Thus,
properly rated corporate debt securities and some properly rated certificates of deposit may qualify as liquid assets if they will mature in
three years or less. Unrated negotiable certificates of deposit issued
by institutions whose accounts are federally insured, however, do not
20 6
qualify as liquid assets unless they will mature in one year or less.
Permitting all certificates of deposit of institutions with federally
insured accounts to qualify as liquid assets if they will mature in
three years or less would be more consistent. The liquidity requirements are designed to ensure federal associations have sufficient
amounts of readily liquidated assets in order to meet withdrawals.
Consistent with this purpose, assets are generally treated as liquid
assets if they are marketable and if their market value is stable. This
ensures the sales of such assets by the federal association will not
cause substantial losses due to an unforeseen need for cash.
Certificates of deposit of institutions with federally insured accounts would appear to satisfy these criteria. The inclusion of one
year certificates of deposit of such institutions in the definition of
liquid assets indicates recognition that such certificates are stable in
market value. Certificates of deposit of institutions with federally insured accounts maturing in three years or less would not appear to be
202. 12 C.F.R. § 523.10(g)(4) (1985). Liquid assets are defined to include "savings accounts of an insured bank or insured institution" subject to the maturity limitations specified
above. Id. While the term "savings accounts" is not defined in any definition directly applicable
to § 523.10(g)(4), it is relatively clear certificates of deposit qualify as savings accounts. Thus
the term "savings accounts" is defined in § 561.11 in part as "withdrawable or repurchaseable
shares, investment certificates, deposits or other savings accounts." Id. § 523.10(g)(4)(i) (emphasis added).
203. 12 C.F.R. § 523.10(g)(4) (1985).
204. Id. § 523.10(g)(9).
205. See supra notes 181-99 and accompanying text.

206.

12 C.F.R. § 523.10(g)(4) (1985).
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substantially more unstable in market value than one year certificates of deposit. In any case, these deposits would not appear to be
more unstable than corporate debt securities which mature in three
years or less. Furthermore, the marketability of certificates of deposit
has increased substantially with the development in recent years of a
broad secondary market in certificates of deposit.2"' Thus, the Board
should amend the definition of liquid assets to provide that certificates of deposit of institutions with federally insured accounts qualify
as liquid assets if they have three years or less remaining until
maturity.
Pursuant to 12 C.F.R. § 523.10(g)(9), certificates of deposit,
whether or not issued or guaranteed by a federally insured institution, which satisfy the rating requirement applicable to commercial
paper and corporate debt securities treated as liquid assets may be
eligible for treatment as liquid assets. Such certificates must mature
in 270 days or less and must satisfy the definition of commercial paper, which may be difficult. 0 s Alternatively, if such certificates of deposit will mature within a period no greater than three years, they
20 9
must be marketable as required by section 523.10(g)(9)(ii).
Under current law, certificates of deposit not issued or guaranteed
by an institution with federally insured accounts, and not satisfying
the rating requirements applicable to commercial paper and corporate debt securities, do not qualify as liquid assets.2 10 Federal associations, therefore, may not treat unrated certificates of deposit issued
by United States branches of foreign banks, the accounts of which
are not federally insured, as liquid assets. 211 Given the substantial
207. See Seward & Zaitzeff, Insurability of Brokered Deposits: A Legislative Analysis, 39
Bus. LAW. 1705, 1712-13 (1984). See generally Summers, Negotiable Certificates of Deposit, in
INSTRUMENTS OF THE MONEY MARKET, 73-93 (Fed. Reserve Bank of Richmond, 5th ed. 1981)
("Negotiable certificates of deposit. . . have become one of the major types of liquid assets in
the portfolios of many investors.").
208. 12 C.F.R. § 523.10(g)(9) (1985).
209. Certificates of deposit maturing after a period in excess of 270 days need not satisfy
the definition of a "corporate debt security." The liquid assets provision does not use the latter
term, but rather the broader term "corporate debt obligation." Thus a properly rated, marketable certificate of deposit may be a liquid asset even if it is not a "bond, note and/or debenture."
See 12 C.F.R. § 523.10(g)(9)(i) (1985). Section 523.10(g)(9)(i) provides that corporate debt obligations will qualify as liquid assets if:
Such corporate debt obligations (a) continue to be rated in one of the four highest categories by the most recently published rating of such obligations by a nationally recognized investment rating service; (b) are marketable as defined by § 541.26 of this part;
(c) will mature in three years or less; and, (d) are not convertible to common stock".
The liquid assets provision does not use the term "corporate debt security" but rather the
broader term "corporate debt obligation." Id.
210. Id. § 523.10(g).
211. Id.
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regulation to which such banks are subject in this country, however,
this limitation appears unnecessary.
Branches of foreign banks are subjected by state and federal licensing authorities to regulatory limitations designed to assure their
safety. For instance, foreign banks with branches licensed under New
York law are required to maintain assets in excess of liabilities equal
to at least one million dollars.212 They must also keep a prescribed
213
amount of assets on deposit with other banks in New York, maintain assets within the State of New York equal to a prescribed percentage of their liabilities payable at or through the branch 214 and
submit to examination by state banking authorities. 215 Branches of
foreign banks licensed pursuant to federal law are also subject to substantial regulation.21 6 Furthermore, federal branches are permitted
access to the credit facilities of Federal Reserve Banks in order to
maintain their liquidity and are subject to examination and to reporting requirements to the same extent as state member banks.
to
Finally, most United States branches of foreign banks are21required
8
banks.
domestic
as
extent
same
the
to
reserves
maintain
In light of these regulatory restrictions, it would be consistent
with the purpose of the Board's liquidity requirements to treat certificates of deposit issued by such branches as liquid assets. The regulatory restrictions tend to ensure both the safety of foreign branch certificates of deposit and the stability of their market value by
maintaining the confidence of depositors. In addition, the secondary
market for certificates of deposit of these branches is, like the seccertificates of deposit, sufficiently broad to
ondary market for other
219
ensure marketability.
212.
213.

N.Y. BANING LAW § 201(4) (McKinney 1971).
Id. § 202-b(l)(a); N.Y. AnpuN. CoDE tit. 3, 322.1 (1984).

214. N.Y. BANKING LAW § 202-b(2) (McKinney 1971); N.Y. ADmiN. CODE tit. 3, § 52.1
(1984). While the New York Bank Board continues to have authority to prescribe an amount of
assets to be maintained in the State, since this article was first drafted the amount prescribed
by them was dropped from 100% to 0% of liabilities.
215. N.Y. BANKING LAW § 36(4) (McKinney 1971).
216. Section 4(b) of the International Banking Act of 1978 provides that federal branches
of foreign banks "shall be subject to all the same duties, restrictions, penalties, liabilities, conditions and limitations that would apply under the National Bank Act to a national bank doing
business at the same location." 12 U.S.C. § 3101(b) (1982). Federal branches are also required
to keep on deposit with a member bank an amount equal to at least five percent of the liabilities of the branch and are required to maintain in the state in which the branch is located such
assets as the Comptroller of the Currency shall require. Id. § 3102(g)(2)-(4) (1982).
217. 12 U.S.C. § 3105 (1982).
218. See 12 C.F.R. § 204.1(c)(2) (1985). Regulation D of the Board of Governors of the
Federal Reserve System provides that branches of foreign banks having worldwide consolidated
assets in excess of $1,000,000,000 or which are eligible for insurance by the Federal Deposit
Insurance Corporation shall be subject to the Federal Reserve's reserve requirements.
219. See supra note 207.
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Moreover, the present exclusion of the unrated certificates of deposit of foreign banks' branches with uninsured deposits from the
definition of liquid assets discourages investment in these deposits by
federal associations. The exclusion of these certificates of deposit is
inconsistent with the Garn-St Germain Act's goal of increasing the
earning power of federal associations because, when branches of foreign banks offer higher interest rates on certificates of deposit than
domestic banks, federal associations will be unable to take advantage
of the higher rates.2 20
C. Quantitative Limitations on Investments in Certificates of
Deposit
If a certificate of deposit is acquired by a federal association as an
investment in the accounts of federally insured institutions, then no
aggregate limitations apply to the acquisition.2 2 ' This principle also
extends to investments in certificates of deposit pursuant to the authority to invest in commercial paper and corporate debt securities.
If a certificate of deposit is acquired by a federal association 222 pursuant to the authority to make commercial loans, however, then the
acquisition, together with the federal association's commercial loans
to all borrowers, may not exceed an amount equal to ten percent of
the federal association's assets.2 2 3
The Board's regulations provide a per-issuer limit on investments
by a federal association in certificates of deposit and other bank or
thrift accounts which is separate from that applied to extensions of
credit generally. 224 The regulation states:
An insured institution's investments in saving accounts of a
commercial bank or thrift institution (including loans of unsecured day(s) funds, i.e., Federal funds or similar unsecured
loans) . . . shall not exceed, with respect to any single . . .
corporate or mutual entity, the greater of one hundred thousand dollars, or the lesser of if applicable, one half of one percent of the deposits of the institution from which the investment is obtained, or the greater of the investing institution's
net worth or one percent of the investing institution's
220. See supra note 11.
221. See 12 U.S.C. § 1464(c)(1)(G) (1982).
222. That is, unless the certificate of deposit is acquired pursuant to the limited exception
to the rating and marketability requirements generally applicable to investments pursuant to
the commercial paper and corporate debt security investment authority. Investments made
pursuant to such exception are limited in the aggregate to an amount not in excess of one
percent of a federal association's assets. 12 C.F.R. § 545.75(d) (1985).
223. Id. § 545.46(a). After January 1, 1984, total investments may not exceed ten percent.
224. Id. § 563.9-6.
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assets.2 25
For federal associations of reasonable size, the $100,000 minimum
limit will be irrelevant. For federal associations with capital accounts
which are not dangerously low as compared to total assets, the one
percent of assets sum will also be irrelevant. Thus, in the majority of
cases, the per-issuer limit will be a sum equal to the lesser of one half
of one percent of the issuer's deposits and the investing federal association's net worth.226 Because the limit on acquisition's of one issuer's certificate of deposit is tied alternatively to the issuer's deposits or the investor's net worth, the limit in a particular case will
depend on the relative sizes of the issuer and the investor as well as
on the soundness of the investor. Such soundness would be measured
based on the ratio of the investor's net worth to its assets.
If an instrument is a "savings account, '227 as specified by 12
C.F.R. § 563.9-6, it appears that only the limits of section 563.9-6
govern the investment. This appears to be so regardless of how the
investing federal association characterizes the investment.22 ' The rule
that the limit on acquisitions of one issuer's certificates of deposit
applies to instruments within its terms regardless of their characterization by the investor arises from certain language in another provision limiting extensions of credit to one borrower. 229 The provision,
by its terms, applies to investments in commercial paper and corporate debt obligations. Initially, it may appear a certificate of deposit
which a federal association chooses to classify as an investment in
commercial paper or corporate debt securities, rather than as an investment in accounts of insured institutions,23 0 is subject to the limitation on loans to one borrower 231 rather than the limitation on in225. Id. This provision was not changed by the new regulations.
226. Id.
227. See infra note 240.
228. If the investment is a savings account, it is subject to § 563.9-6 even if the federal
association treats the investment as if made pursuant to its authority to invest in commercial
loans. 12 C.F.R. § 563.9-6 (1985).
229. Id. § 563.9-3.
230. Such flexibility of categorization, for purposes of the power to acquire a particular
asset, is provided by § 545.31, which states:
If a loan or other investment is authorized under more than one section of the Home
Owners' Loan Act of 1933, 12 U.S.C. 1464, as amended, or this Part [545], an association
may designate under which section the loan or investment has been made. Such a loan or
investment may be apportioned among appropriate categories, and may be moved, in
whole or part, from one category to another.
Id. § 545.31.
231. Id. § 563.9-3.
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vestment in savings accounts of one issuer. 1 2 The provision limiting
loans to one borrower, however, provides in the definition of the
"loans" which are subject to the limitation that "[t]he term 'outstanding loans' . . . does not include . . . a deposit or a loan of unsecured day(s) funds described in § 563.9-6 of this Chapter. ' '2 3 3 This
provision does not exclude from the definition of loans only those
certificates of deposit acquired as investments in accounts of federally insured institutions. Instead, it excludes from that definition any
certificate of deposit described in section 563.9-6. Apparently, any
certificate of deposit which is within the terms of section 563.9-6 as
interpreted by the Board, is subject to the limit of that section,
rather than the limit of section 563.9-3. This would be the case regardless of how the acquiring federal association classifies its
acquisition." 4
If a particular certificate of deposit is not described in section
563.9-6, then it will not be subject to the per-issuer limits of that
section. It may, however, be subject to the limits of section 563.9-3.
For example, the Board is unlikely to treat certificates of deposit of a
foreign bank with uninsured accounts as savings accounts of a commercial bank. Because such certificates of deposits must be acquired
pursuant to the authority to make commercial loans or to invest in
commercial paper and corporate debt securities, they presumably
would be governed by the limitations on loans to one borrower contained in section 563.9-3.235
The Board's regulations do not define the terms "commercial
bank" or "thrift institution." Clearly, the terms include any bank or
thrift institution with accounts insured by a federal agency. Moreover, it is relatively clear the term includes a bank or thrift institution with accounts insured by an agency of a state government. In the
absence of interpretive guidance from the Board, there is no assurance a bank with accounts not insured by a federal or state agency is
a commercial bank for purposes of section 563.9-6.
232. Id. § 563.9-6. Such an investment would be pursuant to the authority to invest in
commercial paper or corporate debt securities.
233. Id. § 563.9-3. The Board has proposed to amend this provision to remove the exclusion of "a deposit," though the provision would continue to exclude loans of unsecured day(s)
funds. 50 Fed. Reg. 25,715, 25,719 (1985). It is unclear whether this amendment is intended to
subject deposits to the per-borrower loan limit of § 563.9-3 as well as the per-issuer limit of
§ 563.9-6.
234. Id. A different conclusion is not required by the provision permitting a federal association to determine how an investment authorized by more than one statute or regulation
should be classified. Such a provision, by its terms, only applies to Part 545 of the Board's
regulations, not to the per-borrower and per-issuer investment limitations which are found in
Part 563 of the Board's insurance regulations. See supra note 130.
235. 12 C.F.R. § 563.9-3 (1985).
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Prior to the amendments which became effective on November 3,
1982,236 the limits of section 563.9-6 applied to time and savings deposits in an insured bank.237 The term "insured bank" was not de-

fined in any definition directly applicable to section 563.9-6. The
term is, however, defined at section 523.10(b) as a "commercial bank
. . . whose accounts are insured by the Federal Deposit Insurance
8
Corporation.

' 23

Arguably, the deletion of the word "insured" by the recent
amendments to section 563.9-6 indicates the Board intended the limits of the section to apply to the accounts of any institution chartered
as a bank or thrift institution under state or federal law. It can further be argued the term applies to an uninsured United States
branch of a foreign bank. Such branches are subject to extensive regulation by state or federal authorities similar to the regulation to
which domestic banking institutions are subject.2 39 The Board's comments suggest, however, that the removal of the term "insured
bank," which is defined elsewhere in the Board's regulations as a federaly insured bank, was intended only to expand the coverage of the
limit of section 563.9-6 to institutions with accounts insured by an
agency of a state government.
The term "savings accounts" includes all share or deposit accounts, such as accounts evidenced by a certificate of deposit, as well
as loans of federal funds and similar loans.2 40 Arguably, based on cer236. See 47 Fed. Reg. 50,201 (1982) (to be codified at 12 C.F.R. §§ 532, 545).
237. See 12 C.F.R. § 563.9-6 (1982) (superseded).
238. 12 C.F.R. § 523.10(b) (1985). This definition does not apply directly to 12 C.F.R.
§ 563.9-6. See supra note 89.
239. The term "bank" as used in section 3(a)(2) of the Securities Act of 1933 has been
interpreted to include United States branches of foreign banks for certain purposes. See, e.g.,
Union Bank of Switzerland, SEC No-action letter (avail. Dec. 26, 1979); Mitsui Bank, Ltd.,
SEC No-action letter (avail. Oct. 15, 1979).
Certain remarks of the Board on the occasion of the recent amendments to § 563.9-6 cast
doubt on this interpretation. The Board stated:
The Board ... has determined to extend the limitation in § 563.9-6 to investments in
the savings accounts of any commercial bank or thrift institution. . . .This is appropriate in view of the Board's recent authorization of investments by federally-chartered
savings and loans in time and savings deposits of insured institutions [47 Fed. Reg.
17468 (1982)] and of the fact that many state-chartered institutions possess similar authority as well as authority to invest in deposits of state-insuredbanks or thrifts. It also
is consistent with the recently-enacted Gan-St Germain Act, which codifies the authority of federal associations to invest in insured institutions and permits time deposits in
insured institutions to count toward the Board's liquidity requirements.
47 Fed. Reg. 50,201, 50,204 (1982) (emphasis added) (to be codified at 12 C.F.R. § 523.10, 545,
546).
240. 12 C.F.R. § 561.11 (1985). Under this provision the term "savings accounts" is defined to mean "withdrawable or repurchasable shares, investment certificates, deposits or other
savings accounts held by insured members in an institution insured by the [Federal Savings
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tain language in section 563.9-6, the Board intended the term to include other investments in bank instruments, such as commercial paper issued by banks. The better view, however, is that investments in
banks, other than investments in deposits or accounts, loans of federal funds and similar loans are not covered by the limit of section
563.9-6.
Insofar as section 563.9-6 refers to savings accounts, it applies
only to share and deposit accounts.2 4 ' Section 563.9-6 is, however, expressly applicable to certain other extensions of credit. This section
provides that "an insured institution's investments in the savings accounts of a commercial bank or thrift institution (including loans of
unsecured day(s) funds, i.e., Federal funds or similar unsecured
loans)" shall not exceed the limitation based on the issuer/borrower's
deposits and the investor's net worth.24 2
The question arises whether the inclusion of loans of federal
funds and similar unsecured loans should be read to expand the application of section 563.9-6 to all loans to the institutions described
in the section.24 3 If loans are included, then investments in bank debt
securities, such as commercial paper, should also be included. Investments in such instruments are extensions of credit to the issuer
thereof and are therefore essentially loans. Certain memoranda of the
Board's Office of Examinations and Supervision (the "Office") suggest, however, that the Board views the term "unsecured day(s)
funds" as encompassing only loans of federal funds and similar loans
of funds on deposit at other banks.24 4
and Loan Insurance]Corporationor held by insured depositors in a Federal association the
deposits of which are insured by the Federal Deposit Insurance Corporation." Id. (emphasis
added). This definition would limit the term "savings accounts" as used in 12 C.F.R. § 563.9-6
to accounts issued by insured savings and loan associations and mutual savings banks. This
definition conflicts with the language of § 563.9-6, which refers to "savings accounts of a commercial bank." The reference to commercial banks clearly indicates the Board did not intend
the definition of savings accounts in § 561.11 to apply insofar as it would limit that term as
used in § 563.9-6 to accounts of insured savings and loan associations and mutual savings
banks. Id.
241. Id.
242. Id. § 563.9-6.
243. That is, whether short-term unsecured loans constitute "loans of unsecured day(s)
funds." See id.
244. See, e.g., Fed. Home Loan Bank Bd. Office of Examinations and Supervision Memorandum # R35b (1980) in ANNOT. MANUAL OF STATS. & REGS. (5th ed 1984). The Office discussed record-keeping in connection with unsecured day(s) funds transactions. The Office, after
describing "Federal funds" transactions as loans of reserve balances maintained by the lender
at a Federal Reserve Bank, stated:
Because savings and loan associations are not members of the Federal Reserve System,
and have no deposit account at a Federal Reserve Bank, their direct participation in a
straight [Federal funds] transaction is not possible. A savings and loan association may,
however, indirectly participate in a Federal funds transaction by informing its depository
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The Office's description of unsecured day fund transactions suggest what the language "and similar unsecured loans" was intended
to mean. Specifically, the language indicates that "unsecured day(s)
funds," as used in section 563.9-6, was designed to encompass loans
of funds on deposit at both Federal Reserve Banks and other
banks. 4 5 The language "and similar unsecured loans" should, therefore, not be construed to expand the coverage of section 563.9-6 to all
investments in the debt securities of the institutions described in
such section.
Whether the limitation of the coverage of section 563.9-6 to investments in savings accounts and loans of unsecured day(s) funds is
consistent with the policy of limiting a federal association's investments in one bank is questionable. Because investments in bank-issued securities such as commercial paper do not appear to be subject
to the limit of section 563.9-6, they are presumably subject to the
general per-borrower loan limitations. 46 Two separate quantitative
"baskets," therefore, are provided for investment in one institution.
Accordingly, a federal association would appear to be permitted to
invest up to the limit of both sections 563.9-6 and 563.9-3 in the investments covered by those sections. While a portion of the investment covered by section 563.9-6 may be protected by federal deposit
insurance, a significant portion may not be. Full utilization of both
quantitative baskets may result in an undue concentration of credit
risk in one institution.
VII. INVESTMENTS IN BANKERS' AccEPTANcEs

The Board's regulations do not define the term "bankers' acceptances." As the term is generally understood, bankers' acceptances are
time drafts which have been accepted by the bank on which the draft
bank that it wishes to lend (sell) a specified amount of its demand deposits in the market. The depository bank might borrow (purchase) the funds for its own account on deposit at a Federal Reserve Bank, if it is a member, or it might find another bank that
desires to borrow Federal funds. In either case, the next business day the transaction is
reversed, with the result that the funds are redeposited to the association's demand deposit account together with interest earned.
Unsecured Day(s) Funds Transactions
As indicated, the term "unsecured day(s) funds" encompasses a Federal funds transactions. The distinction between the two transactions is that while funds loaned in a Federal funds transactionare reserved balances on deposit in a Federal Reserve Bank,
funds loaned in an unsecured day(s) funds transaction are reserve balances on deposit
in any insured bank.
Id. (emphasis added).
245. 12 C.F.R. § 563.9-6 (1984).
246. See id. § 563.9-3.
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is drawn.2 47 A draft, also called a bill of exchange, is an instrument
wherein a named and signed drawer orders a drawee, usually a bank,
to pay to the order of the payee, or bearer, a specified sum of money
on a given day. 24 s For example, a check is a type of draft. By merely
drawing a draft in favor of a payee, the drawer creates no rights
against the drawee bank in the payee. Such rights do not arise until
the drawee bank accepts the draft." 9 In the United States, the
drawee bank must indicate acceptance in writing on the draft itself,
usually by stamping "Accepted" on the draft and signing the draft
below the stamp. 250 By accepting the draft, the drawee bank becomes
primarily, directly and unconditionally liable to pay the draft at maturity. After accepting a draft drawn on it by its .customer, a bank
typically discounts the acceptance for the customer. The bank then
rediscounts the acceptance in the market, such as by selling the acceptance to a federal association.2 51
A. Investment Authority
The authority of federal associations to invest in bankers' acceptances arises from two sources. First, the Board's regulations authorize
federal associations to invest in assets described in section 523.10(g),
provided that, in the case of bankers' acceptances, they satisfy the
maturity limitations of that section.2 52 Section 523.10(g) defines liquid assets.2 53 Pursuant to this provision, a federal association may invest in any bankers' acceptance which qualifies as a liquid asset. 5 4
Bankers' acceptances qualify as liquid assets if they are issued by
either a commercial or savings bank with accounts insured by the
Federal Deposit Insurance Corporation (FDIC) and which is not
under the control of any supervisory authority. 5 5 Quantitative limitations restrict the total value of acceptances of any one bank which
a single association may hold to one-fourth of one percent of total
deposits of such bank.25e The acceptances must also mature in nine
247. See supra note 5.
248. U.C.C. § 3-104(1)-(2) (1.978).
249. Id. § 3-409(1).
250. Id. § 3-410(1).
251. See supra note 5.
252. 12 C.F.R. § 545.71 (1985). Section 545.71 also provides that federal associations may
invest in other assets that are described in § 523.10(g) and those assets do not need to satisfy
the maturity limitations of that section. Section 545.71 implements § 5(c)(1)(M) of the Home
Owners' Loan Act of 1933, which authorizes federal associations to invest in any asset which
would qualify as a liquid asset. Id. See 12 U.S.C. § 1454(c)(1)(M) (1981).
253. 12 C.F.R. § 523.10(g) (1985).
254. Id. § 545.71.
255. Id. § 523.10(b)(1).
256. Id. § 523.10(g)(5). This provision includes in the definition of "liquid asset" bankers'
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months or less.257
The second source of authority for federal associations to invest in
bankers' acceptances is found in the provisions of the Home Owners'
Lban Act and the Board's regulations permitting federal associations
to make commercial loans. Section 5(c)(1)(R) of the Home Owners'
Loan Act as amended by the Garn-St Germain Act, authorizes federal associations to make commercial loans in an aggregate amount
not exceeding ten percent of their assets.258 The new regulations authorize federal associations to invest in loans for business, corporate

or agricultural

purposes.

29

The term "loans"

is defined

"[o]bligations and extensions or advances of credit.

' 260

as

Because a

bankers' acceptance is an obligation of the issuer undertaken for
commercial purposes, the authority to "invest in. . .loans for commercial . . . purposes" appears to include the authority to invest in

an acceptance. In addition, the Board, in the supplementary information accompanying publication of the new regulations, states that
"commercial credit may be extended.

. .

through the acceptance of a

customer's time draft." 261 Arguably, if a commercial loan may be
made by issuing an acceptance, a commercial loan may be made by
purchasing an acceptance.
Federal associations apparently may not invest in bankers' acceptances pursuant to the authority to invest in commercial paper
and corporate debt securities. Bankers' acceptances are not rated and
thus cannot satisfy the rating requirements generally applicable to
these investments. Additionally, it appears bankers' acceptances do
not satisfy the definition of commercial paper or the definition of corporate debt securities.
Commercial paper is defined, in part, as a "note, draft or bill of
exchange.262 While a bankers' acceptance is not a note,263 it may be
a draft or bill of exchange because the acceptance is affixed to and
represents an obligation to pay a draft or bill of exchange. On the
other hand, the obligation of a bank on an acceptance is conceptually
acceptances of an insured bank if:
(i) The total of all such acceptances of the same bank held by the same member
does not exceed one-fourth of 1 percent of total deposits of such bank (as shown by its
last published statement of condition preceeding the rate of acceptance);
(ii) Such acceptances will mature in 9 months or less. ...
257.
258.
259.
260.
261.
262.
263.

Id.
See 12 U.S.C. § 1464(c)(1)(R) (1982); 12 C.F.R. § 545.46 (1985).
12 C.F.R. § 545.46(a) (1985).
Id. § 541.24.
48 Fed. Reg. 23,032, 23,045 (1983).
12 C.F.R. § 541.25 (1985).
See infra notes 265-67 and accompanying text.
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distinct from the obligation of the drawer on the underlying draft.
The better view appears to be that a federal association may not invest in a bankers' acceptance pursuant to the authority to invest in a

"draft. 2

64

A corporate debt security is defined, in part, as a "bond, note
and/or debenture. 2 6 5 Apparently, a bankers' acceptance does not
constitute a note. An acceptance is an obligation of an acceptor bank
only by reason of the legal implications attached to the endorsement
of the word "accepted" upon a draft by the bank. A promise implied
by law, such as the promise of the acceptor implied in a bankers'
acceptance, is not such a -promise as to qualify a particular writing as
a note.2 66 Furthermore, the Comptroller of the Currency has ruled
that a bankers' acceptance is not an "investment security" as that
term is defined in its regulations.26 7 The Board's definition of "corporate debt security" is substantially identical to the Comptroller's definition of "investment security."
B. Bankers' Acceptances as Liquid Assets
A federal association may treat bankers' acceptances as liquid assets if they are issued by a bank with accounts insured by the FDIC,
but only if they will mature in nine months or less. 26 s A federal association may not treat the banker's acceptances of any one bank as
liquid assets if they exceed one quarter of one percent of the deposits
of the issuing bank.
Interestingly, a bankers' acceptance may probably be treated as a
liquid asset even if the acceptance is not eligible for discount by Fed264. 12 C.F.R. § 541.25 (1985). This view is consistent with the history of the definition
of commercial paper in the regulations of the Board. As proposed by the Board in 1980, the
definition of commercial paper included not only a "note, draft" or "bill of exchange," but also
a "bankers' acceptance." 45 Fed. Reg. 52,177 (1980). The inclusion of the term "bankers' acceptance" in the 1980 proposal definition implies the drafters of that definition were of the
view that the term "draft," by itself, would not cover a bankers' acceptance. The deletion of the
term "bankers' acceptance" from the final definition does not indicate a contrary view. The
comments of the Board accompanying the publication of the final definition suggests the Board
did not delete the reference to bankers' acceptances because bankers' acceptances were included in the definition by reason of the inclusion of drafts. Rather the board deleted the reference because investment in banker's acceptances was authorized elsewhere in the regulations.
Therefore it was unnecessary to include such an authorization under the authority to invest in
commercial paper. 45 Fed. Reg. 76,104 (1980).
265. 12 C.F.R. § 541.26 (1985).
266. See supra notes 185-88 and accompanying text.
267. Comptroller Staff Interpretive Letter No. 58, [1978-79 Trasnfer Binder] FED. BANKING L. REP. (CCH) %85,133 (Sept. 18, 1978). The Comptroller's definition of "investment security" is virtually identical to the Board's definition of corporate debt security. See supra notes
23 & 28.
268. 12 C.F.R. § 543.10(g)(5) (1985). See supra note 257.
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eral Reserve Banks. In order to be eligible for discount by Federal
Reserve Banks, a bankers' acceptance must either arise out of particular types of transactions or be secured by certain documents conveying title to certain goods.26 9 As applied to the discount authority of
Federal Reserve Banks, these requirements are designed to ensure
that only acceptances, the safety of which is indicated by their selfliquidating nature, are eligible for discount by Federal Reserve
Banks. An acceptance of a draft designed to provide the drawer with
working capital, and not connected with the transactions or secured
by the documents prescribed by the Federal Reserve Act, is not eligible for discount by Federal Reserve Banks. Presumably, this is because the requisite indicia of the safety of the acceptance are not
present.
The Board's new regulations do not require that an acceptance be
eligible for discount by Federal Reserve Banks in order to qualify as
a liquid asset.27 0 No distinction is drawn in 12 C.F.R. § 523.10(g)(5)
between eligible and ineligible acceptances of insured banks. Furthermore, section 5A of the Federal Home Loan Bank Act, on which such
regulation is based, does not indicate that only eligible bankers' acceptances may be treated as liquid assets.2 1 1 The legislative history of
the statute which amended section 5A of the Federal Home Loan
Bank Act to permit treatment of bankers' acceptances as liquid assets gives no indication that Congress viewed the term "bankers' acceptances" as limited to eligible bankers' acceptances.
It appears,
therefore, that a federal association may invest in both the eligible
and ineligible bankers' acceptances of insured banks pursuant to 12
C.F.R. §§ 545.71 and 521.10(g)(5). 7 5
The question arises whether it would be prudent to provide that
only eligible bankers' acceptances qualify as liquid assets. The better
view appears to be such a limitation is not necessary because the
269. See 12 U.S.C. § 347 (1982) (establishes the conditions under which a Federal Reserve
Bank may make advances to member banks on their notes); id. § 372 (concerning bankers'
acceptances).
270. 12 C.F.R. § 523.10 (1985). Liquid assets are defined in §-523.10(g)(5) to include
bankers' acceptances of banks the accounts which are insured by the Federal Deposit Insurance
Corporation.

271. 12 U.S.C. § 1425a (1982).
272. See HR No. 1814, 90th Cong., 2d Sess. 1,reprinted in 1968 U.S. CODE

CONG.

& An.

NEWS 3587, 3587-89.

273. See 12 C.F.R. §§ 523.10(g)(5), 545.71 (1984). A member of the staff of the Office of
the General Counsel to the FHLBB has confirmed this view orally, stating that under current
interpretations the term "bankers' acceptances" in § 253.10(g)(5) includes both eligible and
ineligible acceptances. This staff member also stated, however, that the staff was currently considering whether the term "bankers' acceptances" should be limited in some manner, such as
by defining the term to include only eligible bankers' acceptances. Telephone conversation with
Staff Attorney of Fed. Home Loan Bank Bd. (June 1983).
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safety of bankers' acceptances which qualify as liquid assets under
current interpretations is supported by the requirement that such
bankers' acceptance be issued by an FDIC-insured bank.2174 The
Board's liquidity regulations permit federal associations to treat the
accounts of FDIC-insured and FSLIC-insured institutions as liquid
assets. Associations may do so regardless of either the type of transaction out of which the obligation of such institutions arises or
whether such obligations are secured. Indeed, such accounts may be
treated as liquid assets in a greater amount than bankers' acceptances, whether eligible or ineligible." 5 There is no reason to believe
that an ineligible bankers' acceptance of an insured institution is less
liquid or less safe than an account.7 6 Because it has not been suggested that additional requirements should be imposed upon accounts which may be treated as liquid assets, there appears to be no
reason to impose such requirements with respect to bankers'
acceptances.
C. Quantitative Limitations on the Purchase of Bankers'
Acceptances
Several investment limitations may apply to purchases of bankers' acceptances by federal associations. This depends, however, both
on how the federal association decides to characterize the investment
and on how the Board settles certain issues which the new regulations do not clearly resolve in their current form. If a federal association treats an investment in the bankers' acceptances as an investment in liquid assets, then the investment is limited to one quarter of
one percent of the issuing bank's deposits. 2 77 The question arises,
however, whether such investments under the authority of 12 C.F.R.
274. See 12 C.F.R. § 523.10(g)(5) (1985). Such FDIC banks must not be under the control
of any supervisory authority.
275. Id. The liquidity provisions concerning accounts of FDIC-insured and FSLIC-insured institutions, unlike those concerning bankers' acceptances of insured institutions, do not
place a separate limit on the amount of such accounts which may be treated as liquid assets.
The liquid assets definition does provide, however, that assets may be treated as liquid assets
only "as long as... a [Federal Home Loan Bank] member's investments in such assets do not
exceed any applicable limitations on such investments by the member." Id. § 523.10(g). This
language incorporates the limitations on investments in accounts of commercial bank and thrift
institutions found in § 563.9-6. For many federal associations, the applicable limit under section is one-half of one percent of the deposits of the issuing commercial bank or thrift institution. This may be a considerably larger amount than one-quarter of one percent of the deposits
of the issuing institution, which is the limit applicable to the treatment of bankers' acceptances
of one bank as liquid assets. Id. § 523.10(g)(5).
276. See supra note 5. Because a banker's acceptance, like a certificate of deposit, is the
direct unsubordinated obligation of the accepting bank, it is no less safe than a certificate of
deposit, except to the extent the latter is insured.
277. 12 C.F.R. § 523.10(g)(5) (1985).
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§ 545.71 are also subject to the per-borrower loan limits of section
563.9-3 78 The regulations are quite unclear on this issue and substantial doubts will remain until the Board either amends its regulations or issues a ruling clarifying the application of section 563.9-3 to
bankers' acceptances.
The limits of section 563.9-3 expressly apply to "commercial paper and corporate debt obligations. 2 79e While commercial paper is not
defined so as to include bankers' acceptances in the definition found
at section 541.25, the definition technically does not apply to the insurance regulations, including section 563.9-3. Therefore, it can be argued the term "commercial paper," as used in section 563.9-3, includes bankers' acceptances, even though the term, as used elsewhere
in the Board's regulations, clearly does not include bankers'
acceptances.
Ambiguities exist as to whether bankers' acceptances qualify as
"corporate debt obligations." The term "corporate debt obligations,"
while not defined in the regulations, is a somewhat broader term than
the term "corporate debt securities" which does not include bankers'
acceptances.2 80 Bankers' acceptances may, therefore, be "corporate
debt obligations" subject to section 563.9-3 even though they do not
appear to be corporate debt securities as defined in section 541.26.
Finally, because purchases of bankers' acceptances are extensions of
credit to the issuer thereof, they arguably should be treated as loans
subject to the per-borrower loan limits of section 563.9-3.2 11 On the
other hand, the retention of the limit contained in section
523.10(g)(5) indicates an intent to apply that limit, and that limit
alone, to bankers' acceptances.28 2
If a federal association's investments in the bankers' acceptances
of a single bank are subject to the limits of section 563.9-3, in addition to the limits of section 523.10(g)(5), then these associations
could not invest in the bankers' acceptances in an amount in excess
278. Id. § 563.9-3.
279. Id. § 563.9-3(3)(i)(ii).
280. See id. § 541.26 (1984); supra notes 262-67 and accompanying text.
281. See 12 C.F.R. § 563.9-3 (1985).
282. Id. §§ 523.10(g)(5), 545.71 (1985). A member of the staff of the Office of the General
Counsel of the Board stated to the authors orally that the issue of whether § 563.9-3, as
amended by the new regulations should apply to bankers' acceptances purchased pursuant to
§§ 545.71 and 523.10(g)(5) was not considered by the staff when drafting the amended § 563.9-3
and that in his opinion the issue can not be satisfactorily resolved except by means of a formal
ruling request. Telephone conversation with Staff Attorney of Fed. Home Loan Bank Bd. (June
1983). In comparing §§ 523.20(g)(5) and 563.9-3, it would appear that until such resolution is
achieved, the better view is that acquisitions of bankers' acceptances, pursuant to the authority
of § 545.71 to invest in assets which qualify as liquid assets, should not be subject to both the
per-issuer limits of § 523.10(g)(5) and the inconsistent per-issuer limits of § 563.9-3. Rather the
acquisitions should only be subject to the per-issuer limits of § 523.10(g)(5).
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of the limits imposed by section 563.9-3. This section imposes a limit
on aggregate loans to one borrower of the lesser of the investor's net
worth or ten percent of its withdrawable accounts.28 3 It also imposes
a limit on commercial loans to one borrower of fifteen percent of the
investor's unimpaired capital and unimpaired surplus, but appears to
incorporate an exception to the limit as applied to national banks.
This exception provides that purchases of the eligible bankers' acceptances of other banks shall not be subject to any limitation based
on capital and surplus.2 84
If both the limits of sections 523.10(g)(5) and 563.9-3 apply to
purchases of bankers' acceptances made pursuant to the section
545.71 authority for investments in liquid assets, then a federal association may invest in the bankers' acceptances of one bank up to the
limit of one quarter of one percent of the deposits of the issuer under
section 523.10(g)(5). If that amount does not exceed the limits of section 563.9-3, the association may acquire additional amounts of bankers' acceptances of such issuer by treating the acquisitions as commercial loans to the issuer. This is provided, however, that the
amount acquired pursuant to the authority to make commercial loans
does not, when added to all other commercial loans outstanding to all
borrowers, exceed the aggregate limit on commercial loans to all borrowers of ten percent of the federal association's assets.28 5 If the limits of both sections 523.10(g)(5) and 563.9-3 apply regardless of how
the federal association characterizes the investment, then in no case
may the total investment in the bankers' acceptances of one bank
exceed the limits of section 563.9-3.288 Therefore, if both limits apply,
a federal association may not be able to invest in the bankers' acceptances of one bank up to one quarter of one percent of the deposits of
the issuing bank. This is most likely to occur when the bankers' acceptances purchased by a federal association are ineligible acceptances. In such a case, the exception to the per-borrower commercial
loan limit of fifteen percent of unimpaired capital and unimpaired
surplus for eligible bankers' acceptances does not apply.
The Board may adopt what appears to be the more logical view
and determine that investments in assets which qualify as liquid assets, made pursuant to section 545.71, are subject only to the limit of
section 523.10(g)(5). If the Board does reach such a conclusion, then
a federal association may invest in the bankers' acceptances of one
283. 12 C.F.R. § 563.9-3(b)(1) (1985).
284. See 12 U.S.C. § 84(c)(2) (1982).
285. 12 C.F.R. § 545.46 (1985). The aggregate limit on commercial loans to all borrowers
was raised to 10% of the association's assets as of January 1, 1984. Id.
286. Id. § 563.9-3.
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bank up to one quarter of one percent of the deposits of the issuer.
Subsequently, the association may acquire additional bankers' acceptances of that issuer pursuant to the authority of section 545.46 to
make commercial loans. These loans may only be in an amount
which, when added to all other commercial loans outstanding to all
borrowers, do not exceed either the section 545.56 aggregate commercial loan limit of five percent of the federal association's assets or,
when added to all other loans outstanding to the issuer, the limits of
section 563.9-3.87
VIII. INVESTMENT IN REPURCHASE AGREEMENTS

The Board's regulations implicitly authorize federal associations
to invest in securities subject to the commitment of the seller to repurchase the securities. A repurchase transaction can be viewed as an
investment in the security followed by a sale of that security. If so,
authority for a federal association to engage in the transaction is
found in the statutes and regulations authorizing purchase of a security which is subject to a repurchase agreement. 281 Repurchase transactions, however, are frequently viewed as loans secured by the security which is the subject of the transaction, at least where the
purchaser does not bear the risk of fluctuations in the market value
of the security. 2 9 If so viewed, the authority for a federal association
to engage in repurchase transactions is found in section 545.31(d).
Section 545.31(d) authorizes federal associations to make loans secured by an assignment of loans which the federal association has the
power to make or purchase directly. 0°
287. See id. §§ 545.46, 563.9-3.
288. For example, if a repurchase agreement with respect to a corporate debt security
were viewed as a purchase followed by a sale and not as a secured borrowing, then the relevant
source of authority for the repurchase agreement would be § 545.75. See id. § 545.75.
289. See, e.g., Fed. Home Loan Bank Bd. Office of Examinations and Supervision Memorandum #R6 (1967), infra note 290.
290.

12 C.F.R. § 545.31(d) (1985). Prior to 1968, the authority of federal associations to

invest in repurchase agreements was problematical Section 5(c) of the Home Owners' Loan
Act, as then in force, provided that federal associations "shall lend their funds only on the

security of their savings accounts or on the security of ...

real property." 12 U.S.C. § 1464(c)

(Supp. 1964-69). To the extent repurchase transactions must be treated as loans to the seller/
repurchaser secured by the underlying obligation, this provision, which clearly prohibited loans
by federal associations secured by securities, also appeared to prohibit repurchase transactions
involving securities. Such was the case even if the Federal Association had the power to
purchase the securities directly. Id. Accordingly, the Board issued a memorandum in 1967 concluding that a Federal Association could not purchase government securities subject to a repurchase agreement unless the transaction were structured such that "the essential elements of a
sale are present." The memorandum outlined the conditions necessary to assure that the transaction was more like a sale than a secured loan. For instance, the transaction would not be
viewed as a loan on impermissible security if "[t]he association assumes the risk of market
fluctuation (either gain or loss or both)." Fed. Home Loan Bank Bd. Office of Examinations
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A. Investment Authority
Loans are defined by 12 C.F.R. § 541.24 as "obligations and extensions of credit." Accordingly, section 545.31(d) appears to authorize
federal associations to engage in repurchase agreements involving securities which the federal associations could purchase directly. Additional authority is found in section 545.46 which authorizes federal
associations to make commerical loans. This authority is not particularly beneficial, however, because commercial loans to all borrowers
are limited in the aggregate to five percent of a federal association's
291
assets.
To the extent a repurchase agreement is treated as a loan secured
by the underlying obligation, repurchase transactions may be subject
to the provisions of Regulation T of the Board of Governors of the
Federal Reserve System. Among other things, these provisions govern
loans to broker-dealers secured by securities registered on a national
and Supervision Memorandum #R6 (1967) in ANNOT. MANUAL OF STATS. & REGS. (4th ed. 1982).
Perhaps in response to the Board's position, the House of Representatives in 1968 passed a
bill containing a provision which would have authorized federal associations to make loans secured by an assignment of loans which the Federal Association could make or purchase directly.
See H.R. No. 1585, 90th Cong., 2d Sess. 153, reprinted in 1968 U.S. CODE CONG. & AD. NEws
2873, 3032. This provision was not passed by the Senate, but was modified in conference to
provide that a federal association may make a loan to certain financial institutions or to "any
broker or dealer registered with the Securities and Exchange Commission, secured by loans,
obligations or investments in which the association has the statutory authority to invest directly." Hous. and Urban Dev. Act of 1968, Pub. L. No. 90-448, § 1716(f); 82 Stat. 476, 609
(1969) (current version at 12 U.S.C. § 1464(c)(1)(L) (1982)). This provision provided only limited relief from the Board's ruling because repurchase agreements not satisfying the requirements of the ruling could only be made pursuant to the statute with certain financial institutions and with registered broker-dealers. 12 U.S.C. § 1464(c)(1)(L) (1982).
Further inroads into the statutory bases of the Board's ruling were made in 1978, when
Congress rewrote § 5(c) of the Act and, among other things, deleted the language which provided that federal associations may make loans "only" on the security of its savings accounts or
real property. Compare 12 U.S.C. § 1464(c) (1976) (superseded) (express prohibition on loans
other than such loans included) with 12 U.S.C. § 1464(c) (1982) (prohibition deleted). It appears to have been on the basis of this amendment that the Board amended its regulations
authorizing federal associations to make loans secured by secured loans in which the Federal
Association could invest directly. This provision was amended in 1982 to remove the requirement that the loan collateralizing the Federal Association's loan be itself a secured loan. See 47
Fed. Reg. 36,612 (1982). Compare H.R. No. 1585, 90th Cong., 2d Sess. 153, reprinted in 1968
U.S. CODE CONG. & AD. NEWS 2873, 3032 with Pub. L. No. 90-448, § 1716(f), 82 Stat. 476, 609
(1969). Thus, by regulation, the Board finally achieved the result which the 1968 House of
Representatives bill would have achieved but for the amendments adopted in conference. The
provision now reads as follows: "An association may make a loan secured by assignment of
loans to the extent that it could, under applicable law and regulations, make or purchase the
underlying assigned loans." 12 C.F.R. § 545.31(d) (1985). Because the term "loan" is defined
broadly as, among other things, "obligations" and thus includes debt securities. It would appear
this provision provides authority for any repurchase agreement involving a security which a
Federal Association could purchase directly. See id. §§ 541.24, 545.31(d).
291. 12 C.F.R. § 545.46(a) (1985).
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securities exchange. 29 2 Regulation T provides that broker-dealers may
not borrow using as collateral a security registered on a national securities exchange except from a member bank, a nonmember bank
which files specified agreements with the Federal Reserve Board 293 or
other broker-dealers in conformance with rules applicable to such
borrowings.2 94 Because a federal association is not a member bank or
a broker-dealer, repurchase transactions between broker-dealers and
federal associations involving securities registered on a national securities exchange may be prohibited. 29 5 This will only occur, however,
if the Board of Governors &fthe Federal Reserve System concludes
that a repurchase agreement must be treated as a secured loan for
purposes of Regulation T.296
B. QuantitativeLimitations on Investment
The issue of the quantitative limitations applicable to investments in securities subject to a repurchase commitment is currently
unclear. 9 7 Several limits are possibly applicable. These include the
limitations on investments in securities hedged with forward commitments found in section 563.9-6 as well as the limitations on both
commercial loans and aggregate loans to one borrower contained in
section 563.9-3. Repurchase agreements involving stocks and bonds
may also be subject to the limitation on loans to one borrower secured by stock and bond collateral contained in section 11(m) of the
Federal Reserve Act.298
1. Limitations on Forward Commitments
Section 563.9-6 of the Board's regulations explicitly applies to repurchase transactions. 299 As applied to repurchase agreements en292. Id. § 220 (the term "securities" includes stocks and bonds).
293. Id. § 220.15.
294. Id.
295. A federal association may not be a non-member bank as that term is used in Regulation T. Id. § 220.2. See Federal Reserve Act, § 19, 12 U.S.C. § 221 (1982) (definition of member bank).
296. See 12 C.F.R. § 220.15 (1985) (limiting borrowing secured by registered securities,
not inivestments in registered securities).
297. Compare 12 C.F.R. § 563.9-3 (1985) (limits on loans) with id. § 563.9-6 (limits on
repurchase agreements).
298. 12 U.S.C. § 248(m) (1982). This provision is incorporated by reference in 12 C.F.R. §
563.9-3(b)(2) (1985).
299. 12 C.F.R. § 563.9-6 (1985) provides:
An insured institution's investments in savings accounts of a commercial bank or thrift
institution (including loans of unsecured day(s) funds, i.e., Federal fuids or similar unsecured loans), and debt securitieshedged with a firm forward commitment (includinga
commitment represented by a repurchase agreement) to purchase the debt securities
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tered into with entities other than banks, section 563.9-6 imposes a
limit of the greater of (a) $100,000 or (b) the greater of (1) the investing institution's net worth or (2) one percent of the investing institution's assets.3 00 In most cases, the applicable figure will be the investing institution's net worth.
The language of the provision is ambiguous as to whether the
limit applies with respect to the issuer of the underlying security or
to the issuer of the repurchase commitment. The history of this provision indicates, however, that it applies to the seller/repurchaser,
rather than to the issuer of the underlying securities. As originally
adopted in 1979, the provision did not apply to repurchase agreements generally.3 0 ' Rather, it applied to "time and savings deposits in
an insured bank, including time deposits held subject to a repurchase
agreement. 30 2 In 1982, however, the Board proposed to amend the
provision to apply to repurchase agreements entered into by government securities dealers. The proposed version of the provision clearly
applied to the seller/repurchaser rather than the issuer of the underlying securities. 303
The proposal clearly applied the limits "with respect to any one
Association member" and not to the issuer of the underlying securities.30 " In most cases, these issuers would be the United States govissued by any single individual, partnership, or corporate or mutual entity of any sort,
shall not exceed, with respect to any single individual, partnership, or corporate or mutual entity, the greater of one hundred thousand dollars, or the lesser of if applicable,
one-half of one percent of the deposits of the institution from which the investment is
obtained, or the greater of the investing institution's net worth or one percent of the
investing institution's assets.
Id. (emphasis added).
300. 12 C.F.R. § 563.9-6 (1985).
301. Id. § 563.9-6.
302. Id.
303. 47 Fed. Reg. 34,152, 34,155 (1983) (proposed revision of 12 C.F.R. § 563.9-6) reads:
An insured institution's investments in (a) time and savings deposits of an insured bank
or insured institution (including loans of unsecured day(s) funds, i.e., Federal funds or
similar unsecured loans), (b) debt securities hedged by a firm forward commitment to
purchase the debt securities issued by a member of the Association of Primary Dealers in
United States Government Securities ("Association member"), by an insured bank or by
an insured institution, or (c) debt securities subject to a repurchaseagreement entered
by an Association member, an insured bank or an insured institution shall not exceed,
with respect to any one Association member, insured bank or insured institution, the
greater of (1) one hundred thousand dollars or (2) the lesser of (i) one-quarter of one
percent of the deposits of the institution from which the investment or repurchase agreement or forward commitment is obtained, or (ii) the greater of the investing institution's
net worth or one percent of the institution's assets.
Id. (emphasis added).
304. Id. "Association member" means member of the Association of Primary Dealers in
United States Government Securities. Id.
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ernment, an entity whose borrowings are generally not subject to
lending limits. The Supplementary Information accompanying publication of the proposal supports the inference that the proposal was
intended to limit reliance on the creditworthiness of the repurchaser,
rather than on the creditworthiness of the issuer of the underlying
30 5
security.
In the Supplementary Information, the Board requested comments as to whether the provision should be expanded to apply not
only to forward commitments and repurchase agreements issued by
government securities dealers, but also to those "issued or entered by
any individual or corporation." 30 6 In response to the requested comments, the Board adopted section 563.9-6 in its current form. The
remarks of the Board accompanying publication of the final regulation indicate the Board's rationale in expanding the coverage of the
forward commitment limit. The Board reasoned that an institution
should not rely unduly on the creditworthiness of one issuer of forward commitments such as a repurchase agreement. This policy was
deemed applicable to repurchase commitments issued by any person
or entity, not just to commitments issued by a government securities
dealer.3 0 7 Thus, in light of the history of section 563.9-6, the Board
apparently intended to apply the limits of that section with respect
to the seller/repurchaser, rather than with respect to the issuer of the
underlying securities.
It is unclear whether the general loan limits of 12 C.F.R. § 563.9-3
will apply, unlike the limit of section 563.9-6, to the issuer of the
305.

See 47 Fed. Reg. 34,152, 34,153 (1983). The Board stated:

The rationale for limiting investments in a bank as well as for limiting an association's
loans to a single borrower (12 C.F.R. § 563.9-3 (1981)) -

i.e., to prevent an excessive

commitment of an association's funds to a single source - appears to apply equally well
to an association's reliance on commitments issued by a bank or by a government securities dealer.
Id..
306.
307.

Id.
47 Fed. Reg. 50,201, 50,204 (1982). The Board stated:

The rationale for limiting investments in time deposits of a bank or thrift institution is
to prevent an excessive commitment of an insured institution's funds to a single source.
In the Board's view, this rationale applies equally well to an institution's reliance on
commitments issued by a bank or by a government securities dealer. Therefore, the
Board has determined to expand coverage of the limitation as proposed. The Board requested comment as to whether the limitation in § 563.9-6 should be extended to debt
securities hedged with forward commitments issued by any individual or corporation.
Those commenting on this issue differed in opinion, with a slight majority favoring extension of the limitation. The Board believes the limitation should be expanded to prevent over-reliance on the resources of a single individual or corporation.

Published by UF Law Scholarship Repository, 1984

67

Florida Law Review, Vol. 36, Iss. 4 [1984], Art. 2
UNIVERSITY OF FLORIDA LAW REVIEW

[Vol. XXXVI

underlying securities. If they do, however, an exception will be available in many cases. Section 401 of the Garn-St Germain Act amended
section 5200 of the Revised Statues to except from the general perborrower lending limit loans by national banks and, by incorporation,
loans by federal associations to one borrower which are fully secured
by readily marketable collateral.3 08 Such fully-secured loans may exceed the general fifteen percent limit by an additional ten percent of
unimpaired capital and unimpaired surplus.30 9 As amended, section
5200 provides further that, to be eligible for this exception, loans
must be fully secured by readily marketable collateral having a market value, determined by continuously available and reliable price
quotations, at least equal to the amount of funds outstanding.3 10
The Comptroller of the Currency's regulations interpreting the
fully-secured loan exception to the per-borrower lending limit for national banks would appear to be relevant in interpreting the secured
loan exception for FSLIC-insured institutions. Under the Comptroller's regulations, a loan or extension of credit will be eligible for the
fully-secured loan exception only if it is "secured by readily marketable collateral having a current market value of at least 100 percent of
the amount of the loan or extension of credit at all times."3 '' If the
Board decides to apply the limits of section 563.9-3 to repurchase
agreements, it is likely to follow the Comptroller's interpretation of
the fifteen percent national bank lending limit. 2 In the past, the
Comptroller has interpreted the national bank lending limit, at least
in some circumstances, as applying with respect to the seller/
repurchaser in a repurchase transaction and not to the issuer of the
underlying securities. Recently, however, the Comptroller issued an
308.

12 U.S.C. § 84 (1982).

309.

Id. This provision provides in part:

(a) Total loans and extensions of credit
(1) The total loans and extensions of credit by a national banking association to a
person outstanding at one time and not fully secured, as determined in a manner
consistent with paragraph (2) of this subsection, by collateral having a market value
at least equal to the amount of the loan or extension of credit shall not exceed 15 per
centum of the unimpaired capital and unimpaired surplus of the association.
(2) The total loans and extensions of credit by a national banking association to a
person outstanding at one time and fully secured by readily marketable collateral
having a market value, as determined by reliable and continuously available price
quotations, at least equal to the amount of the funds outstanding shall not exceed 10
per centum of the unimpaired capital and unimpaired surplus of the association. This
limitation shall be separate from and in addition to the limitation contained in paragraph (1) of this subsection.
310.
311.
312.

Id.
12 C.F.R. § 32.4 (1985).
See Home Owners' Loarn Act of 1933 § 5(c), 12 U.S.C. § 1464(c)(1)(R) (1982).
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opinion revising this interpretation and concluding that the obligation of the issuer of the underlying securities is subject to the national bank lending limit.3 13 An exemption is supplied in cases of repurchase agreements covering United States government securities,
where the Comptroller has ruled the fifteen percent national bank
14
lending limit does not apply at all.3
2. Limitations on Loans Secured by Stock and Bond Collateral
Repurchase agreements involving stocks and bonds may also be
subject to section 11(m) of the Federal Reserve Act, which is incorporated by reference in section 563.9-3 of the Board's regulations.3 15
Section 11(m), as incorporated in section 563.9-3, imposes a per-borrower maximum limit of ten percent of a federal association's
unimpaired capital and unimpaired surplus on loans secured by stock
or bond collateral. The Board of Governors of the Federal Reserve
System (the "Federal Reserve") has not exercised its power to set a
limit lower than ten percent of unimpaired capital and unimpaired
surplus. In fact, no current regulation of the Federal Reserve either
enforces the limit on loans secured by stock and bond collateral or
defines the terms used for purposes of the limit, with the exception of
the terms "capital" and "surplus."3 16
313. Comptroller Staff Interpretive Letter No. 324, [1985 Trasfer Binder] FED.
L. REP. (CCH) 85,494 (Jan. 9, 1985).
314. 12 C.F.R. § 32.103 (1985).

315.

BANKING

Id. § 563.9-3. Section 11(m) the Federal Reserve Act provides in part:

Upon the affirmative vote of not less than six of its members the Board of Governors of
the Federal Reserve System shall have the power to fix from time to time for each Federal reserve district the percentage of individual bank capital and surplus which may be
represented by loans secured by stock or bond collateral made by member banks within
such district, but no such loan shall be made by any such bank to any person in an
amount in excess of 10 per centum of the unimpaired capital and surplus of such
bank .... Any percentage so fixed by the Board of Governors of the Federal Reserve
System shall be subject to change from time to time upon ten days' notice, and it shall
be the duty of the Board to establish such percentages with a view to preventing the
undue use of bank loans for the speculative carrying of securities.
Federal Reserve Act, § 11(m), 12 U.S.C. § 248(m) (1982).
The statutory authority for the Board's application to federal associations of a provision of
the Federal Reserve Act is found in § 5(c)(1)(R) of the Act, as amended by the Gain-St
Germain Act. This section provides that federal associations may not make commercial loans to
one borrower "in excess of the amount a national bank having an identical total capital and
surplus could lend such borrower." 12 U.S.C. § 1464(c)(1)(R) (1982). The Board appears to have
interpreted this provision to incorporate not only the general rule limiting loans by a national
bank to 15% of capital and surplus, but also all other per-borrower limitations based on capital
and surplus, such as that found in § 11(m) of the Federal Reserve Act. 12 C.F.R. § 563.93(b)(2) (1985).
316. See 12 C.F.R. § 250.161 (1985). Section 11(m) has only very rarely been discussed in
reported court decisions. See, e.g., Adato v. Kagan, 599 F.2d 1111, 1118 (2d Cir. 1979) (section
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The term "stock or bond collateral" has therefore not been defined for purposes of the ten percent limit. While the meaning of the
term "stock" is relatively clear, the question may arise from time to
time whether a particular instrument is a bond. Seemingly, the term
"bond" as used in section 11(m) was intended to include only longterm instruments. This is the sense in which the term "bond" is commonly used. For example, ordinary debt has been characterized differently from bonded indebtedness based on the duration of the
317
obligation.

The purposes behind the limitations on loans secured by stock
and bond collateral support the view the term "bond" was only intended to refer to long-term indebtedness.318 Legislative history further substantiates this argument.3 19 Section 11(m) grants the Federal
Reserve power to set limits on loans to one borrower secured by stock
and bond collateral lower than the maximum statutory limit of ten
percent of capital and surplus. Section 11(m) states "it shall be the
duty of the Board to establish such percentages with a view to
preventing the undue use of bank loans for the speculative carrying
of securities."'320 If the statutory purpose of the limit on loans secured by stocks and bonds is to prevent speculation in securities,
then the term bonds should be viewed as including only long-term
debt instruments. After all, long-term debt instruments are the objects of speculation to a greater degree than short-term debt instruments. The greater speculative nature arises from the fact that fluctuations in interest rates and consequent discounts or premiums may
have a greater effect on the yield of long-term rather than short-term
securities. The greater potential for variations in yield increases price
volatility, leading to speculation. The Board has noted this relationship between price volatility and maturity in another context. Thus,
"the key determinant of price volatility among bonds is the time of
maturity, with longer-term bonds being more volatile than shorterterm ones." 32 '
11(m) does not give rise to a private right of action). No court case has been found interpreting

the term "stock or bond collateral."
317. See, e.g., H.J. Cohn Furniture v. Texas W. Fin. Corp., 544 F.2d 886, 890 (5th Cir.
1977). Similarly, it has been stated: "A bond differs from an investment note only in the time
which it has run before maturity. Ordinarily the dividing line is five years; if the term of the
funded debt exceeds this period the issue is called bonds: if within this period, notes." ENCYCLOPEDIA OF BANKING AND FINANCE 132 (7th ed. 1973).
318. 12 U.S.C. § 248(m) (1982). See infra note 321.
319.
320.

S. REP. No. 77, 73d Cong., 1st Sess. 6-7 (1933).
12 U.S.C. § 248(m) (1982) (emphasis added).

321. While the statutory statement of purpose, as well as common usage, suggest that
only long term debt instruments qualify as bonds as that term is used in § 11(m), a contrary
argument is suggested by certain exceptions to the limit of § 11(m). Section 11(m), after setting
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An analysis of the broader purposes of the section as evinced by
its legislative history supports the view that the term "bond" refers
to long-term debt instruments. The legislative history of the Banking
Act of 1933, which added the ten percent per-borrower limit on loans
secured by stock and bond collateral to section 11(m), suggests that
Congress was concerned with the harmful effects of the use of bank
credit to finance speculative activities on securities exchanges.32 2 In
addition to the threat to the economy posed by bank-financed securities speculation generally, special dangers were posed by bank-financed speculation in securities traded in the volatile environment of
23
the securities exchanges.
Congress' greater concern with bank-financed securities speculation on securities exchanges than with bank-financed securities speculation generally supports the view that the term "bond" was intended to refer to long-term debt instruments. Short-term debt
instruments, unlike long-term instruments, are seldom traded on seforth the 10% limit, adds the following proviso:
Provided,That with respect to loans represented by obligations secured by not less than
a like amount of bonds or notes of the United States issued since April 24, 1917, certificates of indebtedness of the United States, Treasury bills of the United States, or obligations fully guaranteed both as to principal and interest by the United States, such limitation of 10 per centum on loans to any person shall not apply.
12 U.S.C. § 248(m) (1982).
The reference to Treasury bills, which are generally short term obligations, suggests that
Congress viewed the term "bond" as including short-term obligations. If Congress did not hold
such a view it was arguably unnecessary to exempt loans secured by short-term obligations such
as Treasury bills from the 10% limit. The above quoted proviso was not part of § 11(m) as
adopted by the Banking Act of 1933, but rather was adopted by amendment in 1935. It would
appear the original intent of Congress as evinced by the statutory statement of purpose should
control over the understanding of a subsequent Congress. Compare 12 U.S.C. § 248(m) (1934)
(without the proviso) with Banking Act of 1935, Pub. L. No. 74-305, 49 Stat. 684, 713 (1935)
(1935 amendment which added the proviso to 12 U.S.C. § 248(m)).
322. S. REP. No. 77, 73d Cong., 1st Sess. 6-7 (1933). The Senate Report stated:
Stock-exchange speculation in excess is often spoken of by some as the cause and by
others as an unfortunate result of the business, banking and credit conditions which
culminated in the panic of 1929. It was neither of these, but was an accompaniment or
symptom of unsound credit and banking conditions themselves. The facts as to the expansion of such speculation are well known, and its history requires no repetition, but
thd major data, facts and conclusions may be briefly summarized as including. (1) A
steady increase in bank security loans and investments; (2) rising price [sic] resulting
from the increased resulting demand; (3) a sporadically enlarging volume of stock-exchange operations and new issues made possible by popular enthusiasm thus engendered; and, finally (4) a violently fluctuating course of prices on the stock exchange continuing until the whole structure fell on its own weight, resulting in the sharp downward
movement which began in the autumn of 1929 and has been followed by sporadic collapses at various times since.
323. Id.
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curities exchanges. Moreover, loans secured by such securities do not
create risks of the type addressed by Congress when it limited loans
secured by stock and bond collateral.
IX.

INVESTMENTS IN CONSUMER ACCOUNTS RECEIVABLE

In the Introduction to he regulations proposed on January 19,
1983, the Board considered whether the authority of section 329 of
the Garn-St Germain Act should permit federal associations to make
loans secured by accounts receivable derived from the credit sales of
consumer goods. The Board's regulations do not include a provision
expressly permitting federal associations to make or purchase loans
secured by consumer accounts receivable. Statements of the Board
indicate, however, that such loans and purchases are, in fact, authorized by the new regulations.
According to the Board, commercial credit may be extended
through
a purchase of a business' accounts receivable, or "factoring."32 4 This power would allow a federal association to purchase a
business' receivables arising from credit purchases of consumer goods
as well as purchases of other goods and services. If a federal association may invest in receivables, then it may invest in loans secured by
such receivables. The authority to purchase accounts receivable, combined with the authority to make loans secured by other loans which
a federal association may purchase directly,3125 permit federal associations to make loans secured by consumer accounts receivable.
Federal association loans secured by consumer accounts receivable
must be treated as commercial loans for purposes of the limits on the
amount of commercial loans a federal association may make to one
borrower. 326 Loans secured by consumer accounts receivable must
also be treated as commercial loans for purposes of the aggregate
limit of ten percent of assets on the amount of commercial loans permitted to be made by a federal association to all borrowers. They
may be treated as consumer loans for purposes of the aggregate limitation of thirty percent of assets on the amount of consumer loans
permitted to be made by a federal association to all borrowers only if
made to dealers in consumer goods for purposes of financing inven27
tory and floor-planning.
Federal associations may make loans to dealers in consumer goods
324.
325.
signment
purchase
326.
327.

48 Fed. Reg. 23,032, 23,045 (1983).
See 12 C.F.R. § 545.31(d) (1985) ("An association may make a loan secured by asof loans to the extent that it could, under applicable law and regulations, make or
the underlying assigned loans.").
Id. § 545.50.
12 U.S.C. § 1464(c)(2)(B) (1982).
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to finance floor planning and inventory, including such loans secured
by consumer accounts receivable, under their consumer loan authority3 28 Because these loans generally may be treated as consumer
loans, they are subject to the aggregate limit of thirty percent of assets instead of the aggregate limit on commercial loans of five percent
of assets. 29 Loans to dealers in consumer goods, however, even
though made to finance inventory and floor planning, must also be
included in calculating the limits applicable to the amount of commercial loans a federal association may make to one borrower.3 30
Loans to dealers are expressly subject to the commercial loan perborrower limitations under the new regulations. 31 Loans to dealers in
consumer goods secured by consumer accounts receivable, for purposes other than financing inventory and floor planning, are therefore
the aggregate and
treated as commercial loans for purposes of both
332
per-borrower limitations on commercial loans.
Notably, loans secured by consumer accounts receivable appear to
be ineligible for the secured loan exception to the limit on commercial loans a federal association may make to one borrower. The secured loan exception provides that loans to one borrower secured by
readily marketable collateral may be made up to ten percent of
328.

12 C.F.R. § 545.50(c) (1985).

329. Id.
330.

Id.

331. Id.
332. Id. §§ 540.50(c), 545.46. In response to suggestions from commentators that the new
regulations treat all loans secured by consumer accounts receivable as consumer loans, the
Board stated:
Loans to businesses are not necessarily for personal, family, or household purposes, or
even reasonably incident to these purposes, even if secured by accounts receivable derived from credit sales of consumer goods. While Congress specifically stated that inventory and floor planning financing are intended to be included in the expansion of consumer lending, there is not [sic] indication by Congress that loans for other business or
commercial purposes should also be included merely because they are secured by accounts receivable derived from credit sales of consumer goods. Without an equally clear
statement of legislative intent, the Board is reluctant to expand the consumer loan "basket" to include loans that are clearly for commercial purposes. Therefore, the Board is
not adopting the suggestions to include loans secured by accounts receivable derived
from credit sales of consumer goods.
48 Fed. Reg. 23,032, 23,044 (1983) (to be codified at 12 C.F.R. §§ 523, 526, 541, 545, 555, 561,
563).
In light of the Board's position on this issue, loans secured by consumer accounts receivable, for purposes other than financing inventory and floor planning, are subject to the aggregate
limit on commercial loans of 10% of assets and to the per-borrower limit on commercial loans
of 15% of unimpaired capital and unimpaired surplus. 12 C.F.R. §§ 545.46, 563.9-3(b)(2)
(1985). The Board's position on this issue appears to conflict with 12 C.F.R. § 545.31(d) (1985)
which would appear to permit federal associations to make loans secured by consumer loans up
to 30% of assets. See supra note 325.
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unimpaired capital and surplus. This is in addition to the fifteen percent of capital and surplus limit provided for commercial loans generally.33 3 The Board will most likely follow the Comptroller of the
Currency's interpretation of "readily marketable collateral" for purposes of this exception. Under the Comptroller's regulations, readily
marketable collateral is defined as collateral which is ordinarily salable with reasonable promptness at a fair market value determined by
334
actual transactions on an auction, or a daily bid and ask market.
Such a daily bid and ask price market in accounts receivable does not
exist. Therefore, unless the Board determines a more expansive definition of readily marketable collateral is appropriate, consumer accounts receivable will not qualify as such collateral.
The new regulations do not deal with the issue of the application
of loan limitations to purchases of consumer accounts receivable.
Given the difficulty of some of the issues raised by such transactions,
certainty as to the proper treatment will not be attained until the
Board issues rulings or amends its regulations. Certain conclusions,
however, may be drawn which are consistent with the new regulations in their current form.
Purchases of accounts receivable raise the issue of double-counting for purposes of computing aggregate and per-borrower lending
limits applicable to a federal association. Such purchases are arguably extensions of credit by a federal association to both the obligor on
the underlying account and, when recourse to the seller may be had
by the federal association, to the seller. The amount of the purchase
is therefore counted twice. For example, when a federal association
purchases, with recourse to the seller, accounts totaling $1,000,000, it
relies on both the credit of the obligors on the accounts and on the
credit of the seller, each to the extent of $1,000,000. Because the purpose of the per-borrower lending limits is to prevent undue reliance
on the resources of one party, it is reasonable to count the full
$1,000,000 in the lending limits applicable to both the seller and the
underlying obligor. After all, the purchasing federal association may
ultimately have to look to the resources of either for repayment. 5
Double-counting is probably not appropriate in calculating the aggregate amount of a federal association's loans of a particular cate333. 12 U.S.C. § 84 (1982). See supra note 309 and accompanying text.
334. 12 C.F.R. § 32.4(c) (1985).
335. For this reason, the Comptroller of the Currency, with some exceptions, requires
inclusion by national banks of the full amount of accounts sold with full recourse in the perborrower lending limits applicable with respect to both the seller of the accounts and the underlying obligors thereon. See 12 C.F.R. § 32 (1985). The Board has generally indicated its
intention to conform to the Comptroller's interpretation of the per-borrower commercial loan
limit. See 12 C.F.R. § 563.9-3(b)(2) (1982).
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gory to all borrowers. The purpose of the aggregate limits on the
amount of loans of a particular category is two-fold. First, it is
designed to achieve an allocation of funds for different purposes according to Congress' view of the nation's best interests. Second, it is
intended to limit the total amount of losses which may ultimately be
incurred by a federal association with respect to a particular category
of loans.3 36 In light of these purposes, it would appear the aggregate
limit should be calculated on the basis of the total amount of funds
advanced by the federal association. It is that figure which measures
both the allocation of resources to particular purposes and the total
potential loss which may result from the transaction in question.
Therefore, even though a $1,000,000 purchase with recourse of accounts receivable represents an extension of credit to both the seller
and the obligors for the full amount to each, only $1,000,000, rather
than $2,000,000, should be included in calculations of aggregate limits on loans of a particular category made to all borrowers.
Because double-counting in applying aggregate limits appears unnecessary, it becomes necessary to determine which party should be
regarded as the borrower for 'purposes of determining the appropriate
category of loan in which to place the extension of credit. If the obligor on consumer accounts receivable is regarded as the borrower, the
amount of funds advanced by a federal association will be considered
a consumer loan subject to the limit of thirty percent of assets on the
aggregate amount of consumer loans permitted to be made by an Association to all borrowers. If, however, the seller of the accounts is
regarded as the borrower, then in some cases the amount of funds
advanced must be included by the association in calculation of the
more restrictive limitation on the aggregate amount of commercial
loans permissible.
Both the new regulations and the Board's comments provide only
an irn.cation of the proper answer to this question. The Board's
comments do suggest, however, that in determining the purpose of a
loan, and accordingly its proper categorization, it is necessary to consider the use of the proceeds.3 37 The Board indicated the use of the
proceeds of a federal association's loan is the proper guide to treatment of the loan for purposes of loan limitations.3 38 If so, then where
the purchaser of accounts receivable relies on the credit of both the
seller and the underlying obligor it would appear that the seller, who
336.

See Homeowners; Loan Act of 1933, § 5(a), 12 U.S.C. § 1464(a) (1982) ("The lend-

ing and investment authorities are conferred by this section to provide [federal associations]
the flexibility necessary to maintain their role of providing credit for housing.").
337. 48 Fed. Reg. 23,032, 23,044 (1983). See supra note 332.
338. Id.
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actually receives the proceeds and determines for what purposes they
shall be used, should be considered the borrower. Accordingly, where
a federal association purchases accounts receivable with full recourse
against the seller, the seller must be regarded as the borrower. Accordingly, the use to which he puts the proceeds of the association's
extension of credit will determine whether the loan will be included
in the calculation of aggregate consumer loan limits or aggregate
commercial loan limits.
Where only limited recourse may be had against the seller of consumer accounts receivable, however, he should not be regarded as the
borrower of the full amount. In such instances, the federal association is only relying to a limited extent on the credit of the seller.
Thus, regardless of the use of the proceeds, the seller should only be
considered the borrower to the extent that recourse may be had
against him. The underlying obligors should be regarded as the borrowers for the remainder of the total amount advanced. If the sale is
without recourse, the seller should not be treated as the borrower to
any extent. In such a case, the "use of the proceeds" test is no more
appropriate than it would be in the case of a no-recourse sale of securities by a securities dealer to a federal association. 9
A. Limits Applicable with Respect to Consumer Obligors
Because the consumer obligors on each account receivable will be
obligated to the purchasing federal association upon purchase, the association will be subject to per-borrower loan limitations for each
consumer obligor. The aggregate limitation on loans to one borrower,
as opposed to the commercial loan per-borrower limitation, apparently applies to each obligor. The differing treatment is due to the
status of the purchases of consumer accounts receivable as an extension of credit made under the consumer loan authority.
Certain statements made by the Board suggest it regards
purchases of consumer accounts receivable as permissible only under
the commercial loan authority granted to federal associations. The
Board has stated that "[c]ommercial credit may be extended through
a purchase of a business' accounts receivable."3'40 On the other hand,
the Board does not state that consumer credit may not be extended
through the purchase of consumer accounts receivable. Furthermore,
to the extent that such purchases constitute extensions of credit to
consumers, such extensions of credit are clearly for consumer purposes and the consumer loan limitations should apply. Therefore, it
339.
340.

Cf. 12 C.F.R. § 32.104 (1985) (bank purchases of third party paper).
48 Fed. Reg. 23,032, 23,045 (1983).
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appears that federal associations may purchase consumer accounts
receivable of one obligor in an amount not in excess of the aggregate
per-borrower loan limitation which applies to consumer loans 4 1
B. Limits Applicable with Respect to the Sellers of Consumer
Accounts Receivable
If the seller of the accounts receivable to a federal association endorses or guarantees the accounts, such that on default of the obligor
the federal association has recourse against the seller of the obligations, it appears the seller's recourse obligation must be treated as a
loan by the federal association subject to applicable aggregate and
per-borrower loan limitations. The new regulations do not expressly
address the issue of whether the recourse obligation of a seller of accounts receivable is subject to loan limitations. In light of recent
statements of the Board as to the proper treatment of guarantees, 42
however, it is likely the recourse obligation of the seller will be subject to the aggregate commercial loan limits, the aggregate loan limit
per-borrower and the commercial loan limit per-borrower.
The Board has concluded that loans to dealers in consumer goods
to finance inventory and floor planning may be treated as if they had
been made under the federal association's consumer loan authority.
Other loans to dealers in consumer goods, however, must be treated
as made pursuant to the federal association's commercial loan authority.3 4 3 Extensions of credit to a person in the form of recourse
obligations on sales of consumer accounts receivable to a federal association are in the nature of a loan. When the proceeds of a sale of
consumer accounts receivable are to be used to finance inventory and
floor planning, the seller's recourse obligation on the accounts receivable may be treated as an extension of credit made under the federal
association's consumer loan authority. Therefore, the recourse obligation of the seller is subject to the aggregate limit on consumer loans
of thirty percent of assets, rather than the aggregate limit on commercial loans of ten percent of assets. 44 This is necessarily so when
the proceeds of the sale are to be used to finance inventory and floor
planning.
With respect to per-borrower limitations, the Board has indicated
that all loans and extensions of credit by a federal association to
dealers in consumer goods are subject to the limitations on the
341.
342.
343.
note 339
344.

12 C.F.R. § 563.9-3(b)(1) (1985).
See supra notes 149-51 and accompanying text.
See 48 Fed. Reg. 23,032, 23,044, 23,045 (1983); 12 C.F.R. § 545.50(c) (1985); supra
and accompanying text.
12 U.S.C. § 1464(c)(2)(B) (1982); 12 C.F.R. § 545.50 (1985).
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amount of commercial loans permitted to be made to one borrower.
This applies regardless of whether or not such loans or extensions of
credit are made to finance inventory or floor planning. The recourse
obligation of a seller of' consumer accounts where the proceeds are
used to finance inventory or floor planning is, therefore, subject to
the aggregate per-borrower limitation of the lesser of net worth or ten
percent of withdrawable accounts 4 5 and the additional commercial
loan per-borrower limitation of fifteen percent of unimpaired capital
3 46
and surplus.
If the proceeds of a full-recourse sale are not used by the seller to
finance inventory or floor planning, then the recourse obligation of
the seller will be subject to the limit of ten percent of assets on the
aggregate amount of commercial loans permitted to be made by a
federal association to all borrowers347 The seller's obligation will also
be subject to two other limitations. First, the limit on the aggregate
amount of loans permitted to be made by an association to any one
borrower, the lesser of net worth or ten percent of withdrawable accounts, will apply. Second, the limit of fifteen percent of unimpaired
capital and surplus on the amount of commercial loans permitted to
be made to one borrower will also apply.34 8
Under certain circumstances, the recourse obligation of the seller
will be subject to an exception to the per-borrower commercial loan
limit, though not the per-borrower aggregate loan limit. 49 The perborrower commercial loan limit as applied to federal associations by
section 563.9-3 of the new regulations is modified by the same exceptions that modify the per-borrower loan limit as applied to national
banks.3 50 One such exception is for full recourse purchases of negotiable or non-negotiable installment consumer paper. Under this exception, such purchases from one seller may be made up to twenty-five
percent of unimpaired capital and surplus. If, however, the federal
association making such a purchase certifies it is relying primarily
upon the credit of the obligors on the accounts receivable, then the
per-borrower commercial loan limit does not apply with respect to
the seller of such receivables, even though the per-borrowei aggregate
351
loan limit does apply to the seller.
345. 12 C.F.R. § 563.9-3(b) (1985).
346. Id. §§ 545.50, 563.9-3(b). See supra notes 134, 150-51.
347. 12 U.S.C. § 1464(c)(1)(R) (1982); 12 C.F.R. §§ 545.46, .50 (1985).
348. 12 U.S.C. § 1464(c)(1)(R) (1982); 12 C.F.R. § 563.9-3(b) (1985).
349. 12 C.F.R. § 563.9-3(b) (1985).
350. Id. § 563.9-3(b)(2).
351. 12 U.S.C. § 84(c)(8) (1982). Section 5200(c)(8) of the Revised Statues, which is implicitly incorporated into § 563.9-3(b)(2) of the new regulations, provides:
(A) Loans and extensions of credit arising from the discount of negotiable or non-
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Partial recourse sales of consumer accounts receivable to federal
associations are treated the same as full recourse sales with only one
exception. This exception is that only the amount of the receivables
which the seller guarantees or agrees to repurchase on default is included in the calculation of the loan limitations applicable to the
seller. Certain accounts receivable financing arrangements are structured such that the purchaser does not have unlimited recourse
against the seller for any and all accounts receivable on which the
obligor defaults. Instead, the seller agrees to either repurchase accounts on which the obligor has defaulted up to a certain percentage
of the total accounts transferred or replace defaulted accounts with
accounts which are not in default up to a certain percentage of the
accounts transferred. 52 Under such financing arrangements, the total
amount for which the seller may ultimately be liable to the purchaser
is limited to the percentage of the total accounts which the seller
must repurchase or replace on default. Only the amount of the accounts which the seller may ultimately be obligated to repurchase or
replace should be considered an obligation of the seller for purposes
of both the aggregate and per-borrower loan limitations.35 3 Apparnegotiable installment consumer paper which carries a full recourse endorsement of unconditional guarantee by the person transferring the paper shall be subject under this
section to a maximum limitation equal to 25 per centum of such capital and surplus,
notwithstanding the collateral requirements set forth in subsection (a)(2), of this section.
(B) If the bank's files or the knowledge of its officers of the financial condition of
each maker of such consumer paper is reasonably adequate, and an officer of the bank
designated for that purpose by the board of directors of the bank certifies in writing that
the bank is relying primarily upon the responsibility of each maker for payment of such
loans or extensions of credit and not upon any full or partial recourse endorsement or
guarantee by the transferor, the limitations of this section as to the loans or extensions
of credit of each such maker shall be the sole applicable loan limitations.
§ 5200(c)(8), 12 U.S.C. § 84(c)(8) (1982).
If the Federal Association also determines that each obligor on the accounts receivable
would have qualified for the extension of credit without regard to the endorsement or guarantee
of the seller, then the recourse or guarantee obligation of the seller may also be exempt from
the per-borrower aggregate loan limitation. The Board has recently indicated its intent that a
guarantor not be treated as a borrower if the lending institution determines in good faith that
the underlying obligor qualifies for the extension of credit regardless of the guarantee, and has
proposed to amend its regulations to so provide. 50 Fed. Reg. 25,715, 25,719 (1985). See supra
notes 149-58 and accompanying text.
352. See generally Fin. Accounting Standards Bureau, Statement of Fin. Accounting
Standards No. 77, Reporting by Transferors for Transfers of Receivables with Recourse (Dec.
1983) (description of receivables financings granting recourse).
353. Cf. 12 C.F.R. § 32.104 (1985) (seller only obligated for lending limit purposes to extent of recourse). The regulations of the Comptroller of the Currency embody an interpretation
of the national bank per-borrower loan limits of 12 U.S.C. § 84. The Comptroller's regulations
provide:
Purchase of third-party paper
REv. STAT.

Where a bank purchases third-party paper subject to an agreement that the seller will
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ently, the Board would take a similar approach in applying the aggregate loan limits and the aggregate per-borrower limits. 35 4
Therefore, in a partial recourse purchase of consumer accounts receivable by a federal association, the seller's obligation to the federal
association is measured by the amount of accounts receivable which
the seller may ultimately be obligated to repurchase. So measured,
the obligation would appear to be subject to the limit on the aggregate amount of consumer loans permitted to be made by a federal
association of thirty percent of assets where the proceeds are used to
finance inventory and floor planning. It would be subject to the limit
on the aggregate amount of commercial loans permitted to be made
by a federal association of ten percent of assets where the proceeds
are used for other commercial purposes.3 55 Such obligation is also
subject to the aggregate per-borrower loan limitation of the lesser of
net worth or ten percent of withdrawable accounts 56 and the perborrower commercial loan limitation of fifteen percent of unimpaired
3 57
capital and unimpaired surplus.
The exception to the per-borrower commercial loan limit provided
by 12 U.S.C. § 84(c)(8)(A) is not available unless the paper bears a
full recourse endorsement or an unconditional guarantee.35 8 The statutory exception to the per-borrower commercial loan limit, however,
does appear to be available. Under that provision, if the purchaser
certifies that it is primarily relying upon the responsibility of each
maker for payment, rather than on any full or partial recourse guarantee or endorsement made by the transferor, the recourse obligation
of the seller shall not be subject to the per-borrower commercial loan
limit.3 "" This recourse obligation will be subject to the aggregate limitations on loans to all borrowers. With respect to the latter limitation, a certain amount of the total accounts sold to a federal associarepurchase the paper upon default or at the end of a stated period after default, the
seller's obligation to repurchase is subject to 12 U.S.C. § 84 and is measured by the total
unpaid balance of the paper owned by the bank less any applicable dealer reserves.
Where the seller's obligation to repurchase is limited, the seller's total loans or extensions of credit, for the purpose of 12 U.S.C. § 84 are measured by the total amount of
paper the seller may ultimately be obligated to repurchase.

Id. (emphasis added).
354. 12 U.S.C. § 84 (1982).
355. Id. § 1464(c)(1)(R) (1982); 12 C.F.R. § 545.46 (1985).
356. 12 C.F.R. § 563.9-3(b)(2) (1985).
357. Id.
358. 12 U.S.C. § 84(c)(8)(A) (1982). See supra note 351 and accompanying text.
359. 12 U.S.C. § 84(c)(8)(B) (1982). In addition, if the federal association determines that
the underlying obligors are eligible for the extension of credit notwithstanding the partial recourse or guarantee, the recourse or guarantee obligation may be excluded from calculation of
the aggregate per-borrower loan limitation applicable with respect to the seller. See supra note
351.
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tion may not be treatable as an obligation of the seller subject to
either aggregate commercial or aggregate consumer loan limits by
reason of limited recourse. Any such amount should be treated as an
obligation of the underlying consumer obligors subject to the aggregate consumer loan limit of thirty percent of assets.

X. THE FUTURE OF INVESTMENT POWERS OF FEDERAL AssocIATIoNS
Both Congress and the thrift industry are currently debating
whether it is desirable to continue to limit the investment powers of
federal associations to primarily mortgage-related investments. The
debate centers on whether investment powers should be expanded
even further to make federal associations even more similar to commercial banks and other financial institutions. The importance of this
question should not be underestimated. By granting a federal charter
and providing deposit insurance, Congress conveys to federal associations great economic power. Deposit insurance has much the same
effect as a guarantee by the United States government of repayment
of deposits in a federal association. Deposit insurance also permits a
federal association to raise capital, regardless of the concerns smaller
depositors would otherwise have as to its creditworthiness. Federal
associations thus have a significant advantage in raising capital over
entities which do not have the backing of government sponsored deposit insurance. This advantage has been enhanced by the phase-out
of limitations on the maximum interest rates which federal associations and other depository institutions may pay on deposits. By putting large amounts of capital in the control of federal associations,
deposit insurance permits them to have a powerful impact on economic development and the allocation of resources in the United
States.
The issue of whether the investment powers of federal associations should be further expanded greatly depends on the resolution
of the basic public policy question of whether society should make
special efforts to encourage the provision of inexpensive, abundant
housing. The alternative would be to simply trust the law of supply
and demand and allow market forces alone to control the production
of housing. Historically, moral and political imperatives have resulted
in heavy public involvement. For example, the existing limitations on
federal associations' investment powers and the current regulatory
and tax requirements dictating that associations make substantial
housing-related investments are only a part of a congressionallysponsored housing program. Other incentives such as direct subsidies
and guarantees, accelerated depreciation for tax purposes and secondary mortgage market enhancement are equally involved.
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Even assuming Congress made the correct choice by deciding to
encourage the flow of funds into the housing market, primarily limiting savings and loan investment powers to mortgage-related investments is not necessarily a satisfactory means of increasing the funds
available to the housing market. The existing limitation on investments by savings and loan associations may be viewed as a modification of usual competitive principles intended to permit market forces
to dictate the channels into which funds are invested. Under federal
regulation of savings and loan associations, investment is channeled
to serve public policy goals by the promulgation of regulations
designed to reduce risky investments by federal associations. In this
regard, a primary goal of regulation is to maintain a balance between
the demands of public policy and private profitability. Concededly,
investment limitations designed to force funds into housing are socially and economically desirable. Severe limitations on investment
by federal associations, however, will not necessarily help attain public policy goals, particularly if such limitations cause the weakening
of the financial fabric of federal associations.
Events of the recent past demonstrate how over-emphasis of these
public policy goals can result in significant financial difficulties to
federal associations. Prior to the period of unusual interest rate volatility of the 1970's, the balance between public policy and private
profitability remained relatively stable. The downward pressure of
federal association investment policies on profitability was not unmanageable. It remained balanced by both limitations on the interest
rates which depository institutions generally could pay on deposits
and the rule that federal associations could pay a slightly higher rate
than commercial banks on deposits. In the 1960's and 1970's, the gap
between market rates of interest and the interest rates which savings
and loan associations and commercial banks were permitted to offer
widened. The resulting outflow of funds from depository institutions
to financial institutions not subject to interest rate limitations forced
Congress to deregulate the interest rates offered by depository institutions. The subsequent increase in the cost of funds for federal associations, combined with the loss of value of fixed rate mortgage
portfolios caused by rising interest rates, led to a crisis for federal
associations.
The new investment power of federal associations described in
this article were partly in response to this crisis. Congress and the
Federal Home Loan Bank Board appear to have perceived an imbalance in the relationship between private profitability and public policy. In their view, the imbalance threatened to destroy the usefulness
of federal associations as a means of providing abundant mortgage
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funds for housing. Diversification of investment powers was viewed as
a means of preserving the role of federal associations in implementation of housing policy. Accordingly, in the Garn-St Germain Depository Institutions Act of 1982, Congress stated that the lending and
investment authorities conferred were designed to provide federal associations the flexibility necessary to maintain their role of providing
credit for housing.
Bills recently introduced in Congress, if enacted, would reaffirm
the commitment of federal associations to housing. The bins would
provide that, if a federal association or other savings and loan association does not invest a specified portion of its assets in residential
mortgages and, related investments, it will lose certain benefits related to its status as a savings and loan association. These provisions
could conceivably have the effect of worsening the predicament of
financially troubled federal associations by preventing diversification
and forcing investment in low-yield floating rate mortgages or higheryield fixed rate mortgages. Incidentally, higher-yield fixed rate mortgages led federal associations into their present predicament. Such
proposals, if not carefully drafted, could have the effect of weighting
the balance heavily in favor of housing policy at the expense of private profitability before federal associations have recovered from
their current financial crisis. Any potentially negative impact of these
proposals on federal associhtions might be mitigated. Provisions
could be included which would increase the flexibility of federal associations to invest the portion of their assets remaining after the
specified portion has been invested in housing-related obligations.
Given the strong incentives in both the proposed legislation and the
Internal Revenue Code for federal associations and other savings and
loan associations to invest in residential mortgages, Congress could
provide greater investment flexibility to federal associations without
destroying their primary role as mortgage lenders.
The investment powers described in this article were provided by
Congress as a means to further a long-term commitment to housing.
These powers are designed to give federal associations the flexibility
necessary to survive in a more competitive financial services industry.
Thus the investment powers described herein should, as federal associations gain experience in their application, be reasonably expanded and prudently used to further increase the strength of the
federal savings and loan system.
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